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of 
TOUCHE ROSS & CO. 
to 
The Commission on Auditors' Responsibilities 
on its 
Report of Tentative Conclusions 
July 22, 1977 
Touche Ross&Co. 
RESPONSE 
of 
TOUCHE ROSS & CO. 
to 
The Commission on Auditors' Responsibilities 
on its 
Report of Tentative Conclusions 
July 22, 1977 
Touche Ross & Co. 
J u l y 22, 1977 
Commission on A u d i t o r s ' R e s p o n s i b i l i t i e s 
1211 Avenue of the Americas 
New York, New York 10036 
Gentlemen: 
We a p p r e c i a t e the o p p o r t u n i t y to express our views on the 
Report of T e n t a t i v e Conclusions of the Commission on A u d i t o r s ' 
R e s p o n s i b i l i t i e s . Our response i s organized as f o l l o w s : 
Summary ( s u b s t a n t i a l l y the remarks we made at the 
Commission's P u b l i c Meeting on June 22, 1977) 
D e t a i l e d Comments on S e c t i o n s 1 through 11 
Appendix A - A p p l i c a b l e Excerpts from our statement for the 
re c o r d of hearings by the Subcommittee on Reports, 
Accounting and Management of the U.S. Senate Committee on 
Governmental A f f a i r s on The Accounting Establishment: A  
S t a f f Study. 
We would be pleased to f u r t h e r d i s c u s s our comments should the 
Commission so d e s i r e . 
Yours very t r u l y , 
1633 BROADWAY - NEW YORK, NEW YORK 10019 - (212) 489-1600 - TELEX 232419 TRCO UR 
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SUMMARY 
Touche Ross & Co. has long been concerned about the 
r e s p o n s i b i l i t i e s of a u d i t o r s . We b e l i e v e our r e c o r d i n d i c a t e s a 
c o n t i n u i n g awareness of c u r r e n t developments, and a w i l l i n g n e s s to 
step up to needed improvements i n a u d i t i n g standards and procedures 
w e l l before i t has been p o s s i b l e f o r p r o f e s s i o n a l consensus to be 
reached. 
We are s u b s t a n t i a l l y i n agreement with the Commission's 
recommendations. Though there are c e r t a i n matters with which we 
di s a g r e e or b e l i e v e need f u r t h e r study, we want to compliment the 
Commission on an e x t r a o r d i n a r i l y thorough coverage of the a u d i t i n g 
p r o f e s s i o n , never before accomplished. 
Admittedly, there i s a c o n s i d e r a b l e b u i l t - i n r e l u c t a n c e — 
not i n a l i t t l e way r e l a t e d to l i a b i l i t y exposure — which causes 
the a u d i t i n g p r o f e s s i o n to slowly evolve, rather than make 
r e v o l u t i o n a r y changes. T h e r e f o r e , i t i s good th a t the Commission 
gave so many ideas to us at once, to focus our a t t e n t i o n on a 
combination of concerns which we otherwise tend to d e a l with 
i n d i v i d u a l l y . Experience shows th a t f r a c t i o n a l i z e d standards are 
d i f f i c u l t to w r i t e and to e x p l a i n i n context to p r o f e s s i o n a l s t a f f . 
To the extent that the Commission's a c t i o n s w i l l make progress l e s s 
t r a u m a t i c , we have a v i t a l i n t e r e s t i n these d e l i b e r a t i o n s . 
There are a few o v e r r i d i n g o b s e r v a t i o n s we think should be 
made at t h i s time: 
1. Even though c e r t a i n c o n c l u s i o n s of the Commission seem 
d e s i r a b l e , we may di s a g r e e about whether c o n d i t i o n s e x i s t , 
at l e a s t i n the s e r i o u s n e s s suggested by the Commission, so 
as to mandate the adoption of a recommendation. 
2. Many of the Commission's recommendations have a f l a v o r of 
s o c i a l d e s i r a b i l i t y i n them. Care must be taken that the 
a u d i t i n g p r o f e s s i o n i s not asked to p r o v i d e assurance 
beyond i t s a t t a i n a b i l i t y . While a u d i t o r s may have to l e a r n 
a d d i t i o n a l d i s c i p l i n e s to accomplish some of the 
recommendations, we are i n favor of such an ex t e n s i o n of 
e x p e r t i s e so long as i t has a reasonable r e l a t i o n s h i p to 
the fundamental s o c i a l p o s i t i o n a p p r o p r i a t e l y occupied by 
the a u d i t i n g p r o f e s s i o n . We may be going too f a r a f i e l d to 
sweep, i n t o the assurances given to f i n a n c i a l statement 
u s e r s , a coverage of other d i s c i p l i n e s such as law, 
a c t u a r i a l s c i e n c e , geology, a p p r a i s i n g and so on. 
3. Although we do not inten d to o v e r s t r e s s t h i s problem, we 
b e l i e v e that the l i t i g i o u s environment i s s e r i o u s , and 
d e s p i t e the reasonableness of some of the Commission's 
suggestions, implementation may not be p r a c t i c a l without 
l i a b i l i t y r e l i e f — at l e a s t t e m p o r a r i l y , as through the 
safe harbors recommended by the Commission. We would 
p r e f e r , i n s t e a d of s a f e harbors, or i n a d d i t i o n to them, 
that much c l e a r e r standards be w r i t t e n , but we are not 
prepared at t h i s time to o f f e r d e t a i l e d a l t e r n a t i v e s . In 
any event, something more than "reasonable and proper" or 
"due p r o f e s s i o n a l c a r e " i s needed f o r the u n d e r l y i n g 
standard. 
4. Many of the Commission's recommendations w i l l c a r r y a 
s i g n i f i c a n t c o s t with them. We, too, do not know how to 
approach t h i s except on a recommendation by recommendation 
b a s i s , but we urge experimentation, perhaps i n stages, 
before a f i n a l d e t e r m i n a t i o n of the need f o r a u d i t o r 
involvement i s made. 
5. There appears to us to be a fundamental thought i n the 
Commission's recommendations that c o r p o r a t e a u d i t 
committees have the u l t i m a t e r e s p o n s i b i l i t y f o r c l i e n t 
i n t e g r i t y and a c c o u n t a b i l i t y . I n d i r e c t l y , the Commission 
may have ordained many of the d u t i e s of a u d i t committees 
without r e a l l y addresing whether t h e i r members may 
reasonably be able to perform a l l that i s asked of them. 
In g e n e r a l , we agree that d i r e c t o r s should have these 
r e s p o n s i b i l i t i e s , but p r o v i s i o n s must be made f o r p r o v i d i n g 
advice and counsel to such persons. As we see i t , t h e i r 
e x p e r t i s e w i l l even have to be broader i n concept than that 
of the independent a u d i t o r . The s y n t h e s i s of a good a u d i t 
committee member would i n c l u d e accounting, a u d i t i n g , law, 
business management, f i n a n c e and c o n s i d e r a b l e prudence. I t 
i s d o u b t f u l that a s u f f i c i e n t number of i n d i v i d u a l s 
m a i n t a i n i n g these s k i l l s and d i s c i p l i n e s — e s p e c i a l l y 
through s e r v i c e i n t h e i r own o r g a n i z a t i o n s — would be 
a v a i l a b l e to f i l l the a u d i t committee needs throughout the 
United S t a t e s . Further i n q u i r y needs to be made i n t o t h i s 
s u b j e c t . 
6. A l a r g e p r o p o r t i o n of the recommendations apply to p u b l i c l y 
held companies, and might very w e l l be i m p r a c t i c a b l e f o r 
s m a l l e r , p r i v a t e l y h e l d companies. As there i s a debate on 
"bi g GAAP" vs. " l i t t l e GAAP," one c o u l d e n v i s i o n a debate 
on " b i g GAAS" vs. " l i t t l e GAAS." That, however, may not be 
the i s s u e . A u d i t i n g standards — those i n s c r i b e d almost 
t h i r t y years ago — should be i n v a r i a b l e r e g a r d l e s s of the 
a u d i t e d e n t i t y ' s s i z e . Procedures — and by that we mean 
i n t e r p r e t a t i o n s of the b a s i c a u d i t i n g standards which are 
most o f t e n promulgated i n statements on a u d i t i n g standards 
— might p o s s i b l y be v a r i a b l e , p a r t i c u l a r l y where a 
procedure i s r e q u i r e d of the a u d i t o r because of i t s s o c i a l 
s i g n i f i c a n c e to absentee owners. 
- i i -
7. Underlying many of the Commission's recommendations i s the 
thought that the a u d i t o r i s a r e p o r t e r on f i n a n c i a l 
i n f o r m a t i o n , not i t s o r i g i n a t o r . T h i s should be 
emphasized. I f that message can be communicated to the 
p u b l i c and i f the F i n a n c i a l Accounting Standards Board can 
achieve adoption of one of i t s t e n t a t i v e l y s t a t e d 
o b j e c t i v e s o f f i n a n c i a l statements — that f i n a n c i a l 
statements are designed f o r i n v e s t o r s and c r e d i t o r s having 
a reasonable understanding of f i n a n c i a l accounting and 
r e p o r t i n g and a w i l l i n g n e s s to take the time necessary to 
study f i n a n c i a l r e p o r t s — we might be able to c l o s e 
another gap. Perhaps a user of audited f i n a n c i a l 
statements should a l s o be expected to have a reasonable 
knowledge of a u d i t i n g standards i n order to understand the 
degree of r e l i a n c e he may (or may not) p l a c e on the 
a u d i t o r ' s a s s o c i a t i o n with f i n a n c i a l i n f o r m a t i o n . 
8. The r e l e a s e of the Commission's Report of T e n t a t i v e  
C o n c l u s i o n s somewhat c o i n c i d e d with the M e t c a l f S t a f f 
h e a r i n g s , undoubtedly adding a grea t e r degree of f i n a l i t y 
to the Commission's c o n c l u s i o n s than might otherwise have 
been the case. 
We are p a r t i c u l a r l y concerned that c o r p o r a t e management and 
a u d i t committee members may not have given f u l l r e c o g n i t i o n 
to the impact of the Commission's recommendations, 
e s p e c i a l l y from a c o s t standpoint — both fees as w e l l as 
time of company management and personnel — and we hope 
that the Commission encourages a d d i t i o n a l p a r t i c i p a t i o n , 
even a f t e r the issuance of i t s f i n a l i z e d r e p o r t . 
H i g h l i g h t e d i n the remainder of t h i s summary are comments 
on i n d i v i d u a l s e c t i o n s of the r e p o r t . 
S e c t i o n 2 - Forming an Opinion on F i n a n c i a l P r e s e n t a t i o n s 
We t o t a l l y agree with the Commission that the word " f a i r l y " 
should be e l i m i n a t e d from the a u d i t o r ' s r e p o r t as we think i t can no 
longer be s u c c e s s f u l l y d e f i n e d . But i t appears to us that the 
Commission's recommendations about s e l e c t i n g among a l t e r n a t i v e s need 
f u r t h e r study: 
1. Though we agree that a u d i t o r s should make an e v a l u a t i o n of 
the cumulative e f f e c t of management's judgment on the 
s e l e c t i o n of accounting p r i n c i p l e s , we think that the i s s u e 
i s one of d e f i n i n g substance, the f o c a l p o i n t of the 
Commission's recommendation. U n t i l the FASB s p e c i f i e s 
f i n a n c i a l statement o b j e c t i v e s and a conceptual framework, 
i t i s not p o s s i b l e to be u n e q u i v o c a l l y r e s p o n s i b l e for 
as s e s s i n g s u b s t a n t i v e compliance with promulgated 
accounting standards. 
- i i i -
2. A f t e r circumstances are c o n s i d e r e d , there are not that many 
f r e e c h o i c e a l t e r n a t i v e s . In any event, standards f o r 
e v a l u a t i n g the cumulative e f f e c t must be promulgated for 
those r e s t r i c t e d i n s t a n c e s . 
S e c t i o n 3 - Reporting on S i g n i f i c a n t U n c e r t a i n t i e s i n F i n a n c i a l  
P r e s e n t a t i o n s 
While we agree that a u d i t o r ' s r e p o r t s should not be 
q u a l i f i e d f o r u n c e r t a i n t i e s — even where a "going concern" q u e s t i o n 
i s i n v o l v e d — we are concerned that the adequacy of d i s c l o s u r e of 
u n c e r t a i n t i e s could be as d i f f i c u l t to evaluate as i t p r e s e n t l y i s 
i n d e c i d i n g when to apply a q u a l i f i e d o p i n i o n . 
In t h i s regard, the FASB should be encouraged to l i f t out 
of i t s broad conceptual framework p r o j e c t the i s s u e of o r d e r i n g 
f i n a n c i a l statement d i s c l o s u r e s according to t h e i r degree of 
f a c t u a l i t y vs. i n t e r p r e t a t i o n . N a t u r a l l y , i n f o r m a t i o n on 
u n c e r t a i n t i e s would tend h i g h l y to the i n t e r p r e t i v e . 
S e c t i o n 4 - C l a r i f y i n g R e s p o n s i b i l i t i e s f o r the D e t e c t i o n of Fraud 
The Commission recommends that "the a u d i t o r should be 
concerned with a l l c o n t r o l s that have a s i g n i f i c a n t bearing on the 
p r e v e n t i o n and d e t e c t i o n of f r a u d . " We agree that a u d i t o r s have an 
o b l i g a t i o n to search f o r f r a u d . We think that an a l e r t n e s s to i t s 
p o s s i b i l i t y i s e s s e n t i a l and w i l l i n combination with other 
Commission recommendations, r a i s e the a u d i t o r ' s d i s c o v e r y r a t e 
s u b s t a n t i a l l y . We p o i n t out that SAS No. 16 c a l l s f o r the a u d i t o r 
to p l a n h i s examination so that he can give reasonable assurance the 
f i n a n c i a l statements are not m a t e r i a l l y a f f e c t e d by e r r o r s or 
i r r e g u l a r i t i e s . Even though l e s s than m a t e r i a l fraud c o u l d be 
d i s c o v e r e d during the a u d i t by t h i s p l a n n i n g approach, we ask t h a t 
the Commission r e c o n s i d e r whether the a u d i t o r should change h i s 
planning process; to r e q u i r e the a u d i t o r to study and evaluate a l l 
" c o n t r o l s that have a s i g n i f i c a n t bearing on the p r e v e n t i o n and 
d e t e c t i o n of f r a u d " could s e r i o u s l y a f f e c t the economics of a u d i t i n g 
because: 
- Requiring a review of a l l i n t e r n a l c o n t r o l systems when 
there i s a more economical means to s u b s t a n t i v e l y a u d i t the 
area c o u l d e l i m i n a t e the a u d i t o r ' s p r e r o g a t i v e of t e s t i n g , 
both as to q u a n t i t y and design; and 
- I t i s not f e a s i b l e to c r e a t e i n t e r n a l c o n t r o l systems 
p r o v i d i n g v i r t u a l l y absolute insurance a g a i n s t management 
or c o l l u s i v e f r a u d . 
- i v -
S e c t i o n 5 - Corporate A c c o u n t a b i l i t y and the Law 
I t i s e s s e n t i a l that there be a c l e a r s p e c i f i c a t i o n of 
those i l l e g a l or q u e s t i o n a b l e a c t s f o r which the a u d i t o r has to 
search. Furthermore, m a t e r i a l i t y standards, i f not r e l a t i v e then 
abs o l u t e , must be pro v i d e d . C l e a r d e f i n i t i o n s are needed f o r 
managements to systematize the ga t h e r i n g of i n f o r m a t i o n , and 
a u d i t o r s are unable to perform an i n t e l l i g e n t search, even f o r 
m a t e r i a l items, without q u a n t i f i c a t i o n of what i s i n v o l v e d . 
We are not ag a i n s t a u d i t o r s e x e r c i s i n g common sense, but 
independent a u d i t o r s can not monitor compliance with c o r p o r a t e codes 
of conduct i n a manner which surpasses the inherent e f f e c t i v e n e s s 
and s p e c i f i c i t y of the codes themselves. 
In t h i s regard, we f e e l p a r t i c u l a r l y t h a t , because laws and 
r e g u l a t i o n s are i n v o l v e d , lawyers need to be brought d i r e c t l y i n t o 
a l l of these determinations i n i n d i v i d u a l a u d i t s . 
S e c t i o n 6 - The Boundaries of the A u d i t o r ' s Role and I t s Extensi o n 
In g e n e r a l we are i n favor of extending the a u d i t o r ' s r o l e 
i n keeping with an accounting and a u d i t i n g o r i e n t a t i o n , but we have 
a concern with t h i s a l ready mentioned: the Commission's 
recommendation that a u d i t o r s should be r e q u i r e d to review and t e s t 
systems of i n t e r n a l c o n t r o l to form a c o n c l u s i o n on t h e i r 
f u n c t i o n i n g during the year seems e x c e s s i v e . To r e q u i r e systems 
t e s t s i n a l l areas w i l l g r e a t l y i n c r e a s e t o t a l a u d i t e f f o r t and c o s t . 
We are i n favor of gradua l experimentation on the iss u e of 
management's r e p o r t i n g of i n t e r n a l c o n t r o l weaknesses, as we are 
un c e r t a i n about the u n d e r s t a n d a b i l i t y of these matters to f i n a n c i a l 
statement users at the present time. C o n s i d e r a t i o n should be gi v e n 
to making such r e p o r t s a v a i l a b l e o n l y on request. 
S e c t i o n 7 - The A u d i t o r ' s Communication with Users 
We agree that the a u d i t o r ' s standard r e p o r t should be 
changed, but fore s e e d i f f i c u l t i e s with " s t a n d a r d i z e d a l t e r n a t i v e 
phrases or paragraphs." Such a format may be much the same as we 
p r e s e n t l y have — only l o n g e r . The a u d i t o r should make a s e r i e s of 
p o s i t i v e and reasonably f a c t u a l statements, and should not be asked 
to s t a t e the obvious merely to make a longer r e p o r t . For example, 
saying that " a u d i t i n g procedures were adequate i n the circumstances 
to support our o p i n i o n " i s unnecessary. 
In a sense, the a u d i t o r ' s r e p o r t would appear to be a 
conglomerate of i s s u e s which are t o p i c a l at any p o i n t i n time. T h i s 
i s good provided there i s an o n - l i n e , r e a l - t i m e , a u d i t i n g standards 
board determining what those t o p i c s should be and d e v i s i n g a way to 
dispense with matters no longer t o p i c a l . 
- v -
In a d d i t i o n to our agreement with the idea of the proposed 
r e p o r t by management, we are i n favor of experimentation with the 
p r e s e n t a t i o n of r e p o r t s of other e x p e r t s . T h i s should apply not 
only to lawyers, but c o u l d be extended to any p r o f e s s i o n whose 
judgment has a s i g n i f i c a n t impact on the f i n a n c i a l statements. 
We think i t i s time to stop s h a r i n g a u d i t r e s p o n s i b i l i t i e s 
between primary and secondary a u d i t o r s on a s i n g l e e n t i t y , i . e . , 
i n c l u d i n g i t s c o n t r o l l e d s u b s i d i a r i e s . T h i s should be s t u d i e d , and 
i f i t c o u l d be so r e s o l v e d , would s u b s t a n t i a l l y e l i m i n a t e the 
question of how to r e p o r t on the shared r e s p o n s i b i l i t y . 
S e c t i o n 8 - The Education, T r a i n i n g , and Development of A u d i t o r s 
We think the Commission's p r o p o s a l of a four-year l i b e r a l 
a r t s undergraduate program and a three-year graduate p r o f e s s i o n a l 
program would not be of s i g n i f i c a n t a d d i t i o n a l help i n p r e p a r i n g 
persons for the p r o f e s s i o n . "On the l i n e " experience i s necessary 
f o r the understanding of a u d i t o r ' s r e s p o n s i b i l i t i e s and o b j e c t i v e s . 
S e c t i o n 9 - M a i n t a i n i n g the Independence of A u d i t o r s 
We maintain t h a t , d e s p i t e s i g n i f i c a n t fee pressures and 
c o m p e t i t i o n , there i s a r e s u l t i n g e f f o r t to become more e f f i c i e n t i n 
a u d i t i n g and not to reduce a u d i t scope below what i s r e q u i r e d . 
With the M e t c a l f S t a f f b e l i e v i n g that there i s i n s u f f i c i e n t 
c ompetition and the Commission suggesting there i s too much 
comp e t i t i o n , t h i s may be an i n d i c a t i o n that c o m p e t i t i o n i s not the 
i s s u e — the nature of s e r v i c e s and t h e i r q u a l i t y are what's at 
i s s u e . 
Even when faced with i n t e n s i v e p r i c e c o m p e t i t i o n , we and 
other f i r m s have added procedures i n recent years which have been 
c o s t l y . In our case, we have added about f i v e to seven percent to 
t o t a l a u d i t c o s t s and f o r t h i s reason we have a l a r g e investment 
p r e s e n t l y i n the refinement and adoption of a more e f f i c i e n t and 
conceptual approach to a u d i t i n g . 
We b e l i e v e the s u b s e c t i o n of the Report d e a l i n g with the 
o v e r r i d i n g e f f e c t of time pressures on the q u a l i t y of the a u d i t i s 
the most i n c i s i v e area of the Commission's r e p o r t . We agree that 
" a u d i t f a i l u r e s " are probably due to mistakes i n judgment because of 
e x c e s s i v e r e l i a n c e on c l i e n t r e p r e s e n t a t i o n s . But the Commission 
may have l o s t focus of a major p a r t of the e x c e s s i v e r e l i a n c e i s s u e 
by s t a t i n g t h a t "although there are other f a c t o r s , the Commission 
b e l i e v e s that e x c e s s i v e time p r e s s u r e s are the most p e r v a s i v e cause 
of a u d i t f a i l u r e s . " (Our emphasis.) Among these other f a c t o r s i s 
one we b e l i e v e i s more important: guidance i s needed on what the 
a u d i t o r should do with r e p r e s e n t a t i o n s of extreme d i f f i c u l t y i n 
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s u b s t a n t i a t i o n , or perhaps not s u s c e p t i b l e of o u t s i d e 
documentation. Another f a c t o r i s d e f i n i n g the " e f f e c t i v e date of a 
t r a n s a c t i o n , " which we think the FASB should put on i t s agenda f o r 
e a r l y treatment. 
Unreasonable c l i e n t time demands should be r e s i s t e d , to be 
sure, but i t i s hard to conclude that they cause the a u d i t o r to 
compromise h i s independence. The Commission may be underestimating 
the energies of d e d i c a t e d p r o f e s s i o n a l s to both do i t r i g h t and do 
i t f a s t . Some t e n s i o n i s b e n e f i c i a l , at l e a s t i n a p r o d u c t i v i t y 
sense. 
Of concern to us i s that the Commission reported i n the 
body of the t e n t a t i v e r e p o r t the comment that "58% of respondents 
s t i l l i n p u b l i c p r a c t i c e and 68% now out of the p r o f e s s i o n have 
signed f o r completing a u d i t steps (not covered by another 
compensating step) when they have not performed the work." The 
greater d e t a i l i n c l u d e d i n the Commission's survey r e p o r t shows th a t 
only 3% d i d t h i s i n any way which would reduce, i n t h e i r judgment, 
the o v e r a l l a u d i t q u a l i t y . T herefore the major problem may not be 
i n a u d i t q u a l i t y , but i n documentation. Documentation i s , of 
course, important, as i t s absence or incompleteness has c o n t r i b u t e d 
to unfavorable r e s u l t s f o r accountants i n problem cases which may 
not have been, i n the f i n a l a n a l y s i s , " a u d i t f a i l u r e s . " 
A major f a c t o r suppressing tendencies to s i g n - o f f a u d i t 
procedures without performance i s i n d i c a t e d as being the l e v e l of 
review employed by a f i r m . We agree, and have had a high l e v e l of 
review throughout our f i r m ' s e n t i r e e x i s t e n c e . The e n t i r e 
p r o f e s s i o n should adopt a thorough, preissuance independent review 
of the a u d i t work as w e l l as the f i n a n c i a l statements and a u d i t o r ' s 
r e p o r t . 
The Commission has recommended "that i n d i v i d u a l p u b l i c 
accounting f i r m s immediately undertake to conduct s t u d i e s to 
determine the extent of the c o n d i t i o n s r e v e a l e d by the Commission's 
study and the e f f e c t s on t h e i r p r a c t i c e s . " SAS No. 4 a l r e a d y c a l l s 
f o r f i r m s to maintain an i n s p e c t i o n program to monitor compliance 
with p r o f e s s i o n a l standards. A l l of the l a r g e r f i r m s perform some 
type of p e r i o d i c review of each o f f i c e ' s p r a c t i c e q u a l i t y . In our 
f i r m , a "Task Force Review" (in-depth review of s e l e c t e d 
engagements) i s a l t e r n a t e d b i e n n i a l l y with a " T e c h n i c a l Center 
Review" (a more r e s t r i c t e d coverage of o v e r a l l q u a l i t y aspects) so 
that each o f f i c e has annual c o n s i d e r a t i o n of i t s p r o f e s s i o n a l 
standards compliance. We b e l i e v e t h i s approach should be 
emphasized, and we hope the Commission d i d not have i n mind a study 
of the i n t e g r i t y of a f i r m ' s p r o f e s s i o n a l s t a f f as a means of 
f e r r e t i n g out past d e f e c t s . I t seems to us that the emphasis should 
be on high standards of conduct, with the admonition (based on the 
Commission's survey r e s u l t s ) that d i s r e g a r d of those standards 
should be summarily d e a l t with. 
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We a l s o note that none of the m a t e r i a l p u b l i s h e d i n the 
Commission's Report of T e n t a t i v e C o n c l u s i o n s , e i t h e r i n the body of 
the Report or i n the more d e t a i l e d appendices, a r t i c u l a t e s the 
s t r a t e g i e s i n v o l v e d i n the survey, the kinds of r e s u l t s expected 
from the q u e s t i o n s as worded, and the v a r i e t y of p o s s i b l e 
c o n c l u s i o n s , i n a d d i t i o n to those that the Commission and the 
researcher b e l i e v e d were the most probable c o n c l u s i o n s . T h i s kind 
of i n f o r m a t i o n would e s t a b l i s h a b e t t e r s e t t i n g , i n our view, for 
the survey's c r i t i c a l r e s u l t s . 
S e c t i o n 10 - The Process of E s t a b l i s h i n g A u d i t i n g Standards 
While we have been pleased with the output of the A u d i t i n g 
Standards E x e c u t i v e Committee i n recent y e a r s , we are g e n e r a l l y i n 
favor of an a u d i t i n g standards board, f u l l - t i m e and smaller i n s i z e 
— we suggest nine members. Some of the f e a t u r e s of the a u d i t i n g 
standards board would be: 
1. As much openness as p o s s i b l e ; p u b l i c hearings would be 
a p p r o p r i a t e f o r d e l i b e r a t i v e s e s s i o n s 
2. A l a r g e r s t a f f to a s s i s t the proposed board 
3. A board member's term of three years without p r o v i s i o n f o r 
renewal 
4. No requirement for complete independence on the p a r t of a 
board member ( i n the sense of being unable to r e t u r n to h i s 
p r e v i o u s f i r m ) . 
5. Serve as the f o c a l p o i n t f o r a u d i t i n g r e s e a r c h . 
To c h a r t e r the new a u d i t i n g standards board, we b e l i e v e 
t h a t a review committee composed of r e p r e s e n t a t i v e s from the 
p r o f e s s i o n and other a p p r o p r i a t e s e c t o r s should be c r e a t e d promptly 
i n the f a s h i o n of the FAF S t r u c t u r e Committee. 
S e c t i o n 11 - R e g u l a t i n g the P r o f e s s i o n to M a i n t a i n the Q u a l i t y  
of A u d i t P r a c t i c e 
The Commission suggests that f i r m s have i n t e n s i f i e d t h e i r 
p r a c t i c e c o n t r o l a c t i v i t i e s i n response to h i g h l y p u b l i c i z e d " a u d i t 
f a i l u r e s . " We think that perhaps more important i s the concern over 
being unable to convince a l a y j u r y or judge that an a u d i t was 
p r o p e r l y conducted i n conformity with g e n e r a l l y accepted a u d i t i n g 
standards. We s t r o n g l y agree th a t , u n f o r t u n a t e l y , there i s a 
c o n s i d e r a b l e element of w a s t e f u l , d e f e n s i v e a u d i t i n g . " Most of t h i s 
has been d i r e c t e d toward documentation and represents an e x c e s s i v e 
s o c i e t a l c o s t by the "burden of p r o o f " requirements of the F e d e r a l 
S e c u r i t i e s Laws. 
- v i i i -
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DETAILED COMMENTS ON 
SECTIONS 1 THROUGH 11 
SECTION 1 
THE INDEPENDENT AUDITOR'S ROLE IN SOCIETY 
The Commission's T e n t a t i v e C o n c l u s i o n s 
"There i s a need to c l a r i f y the a u d i t o r ' s r o l e . . . . The 
und e r l y i n g purpose of an a u d i t ( i s ) i t s s o c i a l f u n c t i o n . " 
"The r o l e of the independent a u d i t o r i n improving corporate 
a c c o u n t a b i l i t y can be s i g n i f i c a n t l y strengthened by c l o s e r , 
more a c t i v e c o o p e r a t i o n between boards of d i r e c t o r s and 
a u d i t o r s . " 
The Need to C l a r i f y the A u d i t o r ' s Role 
We are i n s u b s t a n t i a l agreement with the statements by the 
Commission concerning the need to c l a r i f y the a u d i t o r ' s r o l e . There 
i s no qu e s t i o n that many users of f i n a n c i a l statements have an 
erroneous impression of the a u d i t o r ' s r o l e , and t h e r e f o r e an 
exaggerated e x p e c t a t i o n of what i s conveyed by the a u d i t o r ' s 
a s s o c i a t i o n . Many users indeed b e l i e v e that the a u d i t o r ' s standard 
o p i n i o n a t t e s t s to the f i n a n c i a l soundness of the company, as i s 
o f t e n a s s e r t e d when investments become worthless or do not r e s u l t i n 
the r e t u r n a n t i c i p a t e d . 
These misunderstandings are not s u r p r i s i n g . Although many 
of the p u b l i c ' s e x p e c t a t i o n s of a u d i t o r s probably cannot be met 
because of c o s t s d i s p r o p o r t i o n a t e to b e n e f i t s or because they are 
not w i t h i n the reasonably imaginable e x p e r t i s e of a u d i t o r s (and, i n 
some cases, of anyone e l s e ) , there are s t i l l many areas explored by 
the Commission i n which a u d i t o r s can do more to f u l f i l l t h e i r 
a p p r o p r i a t e s o c i e t a l r o l e . E f f o r t s to inform the p u b l i c of the 
present l i m i t e d r o l e of a u d i t o r s have been u n s u c c e s s f u l p r i m a r i l y 
because a u d i t o r s have not recognized that expansion of the r o l e i s 
needed d e s p i t e the problems of opp r e s s i v e l i t i g a t i o n . 
The F e d e r a l S e c u r i t i e s Laws i n g e n e r a l r e q u i r e that the 
au d i t o r be able to prove having performed a s a t i s f a c t o r y a u d i t i n 
accordance with g e n e r a l l y accepted a u d i t i n g standards when 
cha l l e n g e d , as opposed to a p l a i n t i f f having to demonstrate that the 
au d i t o r d i d not. T h i s arrangement has been a very prominent 
co u n t e r p r o d u c t i v e f o r c e i n r e s t r a i n i n g the a p p r o p r i a t e extension of 
the a u d i t o r ' s r o l e . I t i s e n t i r e l y true that "Court 
decisions...must be conside r e d c a r e f u l l y because a d e c i s i o n i s 
u s u a l l y c l o s e l y r e l a t e d to the f a c t s of a p a r t i c u l a r case" (p. 2). 
(This i s not understood by the p u b l i c , and i n our comments i n 
S e c t i o n 9 we d i s c u s s whether t h i s f a c t might have been given 
i n s u f f i c i e n t credence by the Commission i n i t s d i s c u s s i o n s of " a u d i t 
f a i l u r e s . " ) 
1.1 
I t i s s i g n i f i c a n t that numerous recent statements on 
a u d i t i n g standards have emerged because of requirements e s t a b l i s h e d 
f o r p u b l i c l y held companies by the S e c u r i t i e s and Exchange 
Commission. Approaches acceded to by the SEC i n r e c o g n i t i o n of the 
a u d i t o r ' s concern about r o l e e x t e n s i o n — d i f f e r e n t i a l d i s c l o s u r e , 
unaudited fo o t n o t e s and a "safe harbor" (for p u b l i s h e d f o r e c a s t s ) — 
are not s u f f i c i e n t of themselves. We agree that an o v e r a l l 
r e c o n s i d e r a t i o n of the a u d i t o r ' s r o l e , p a r t i c u l a r l y i n c l u d i n g 
r e s p o n s i b i l i t y to whom, fo r what and at what f i n a n c i a l p e r i l , i s 
needed before c o o r d i n a t e d and coherent advances of the a u d i t i n g 
p r o f e s s i o n beyond i t s present l e v e l s can occur. 
The A u d i t F u n c t i o n 
"The u n d e r l y i n g purpose of an a u d i t ( i s ) i t s s o c i a l  
f u n c t i o n " — The Commission's d i s c u s s i o n of "accounting as a means 
of s o c i a l c o n t r o l " focuses on " a c c o u n t a b i l i t y . " We are unable to 
f i n d a c l e a r and complete d e f i n i t i o n of " a c c o u n t a b i l i t y " i n the 
Report of T e n t a t i v e C o n c l u s i o n s . To say that "...the e n t i t y i s 
accountable f o r every t r a n s a c t i o n " (p. 3) i s vague; no s p e c i f i c 
reason i s given and no s p e c i f i c a t i o n of the intended b e n e f i c i a r i e s 
i s made. 
The nearest we can come to a d e f i n i t i o n i n the Report i s 
found i n t h i s c i t a t i o n (p. 4): 
" D i r e c t o r s , managers and a d m i n i s t r a t o r s have t h i s 
duty of a c c o u n t a b i l i t y , a duty t o demonstrate the  
q u a l i t y of t h e i r performance w i t h i n the 
c o n s t r a i n t s of the l i m i t e d r e s p o n s i b i l i t y which 
has been e n t r u s t e d to them. I t i s i n t h i s 
context that s o c i e t y has conceived the a u d i t 
f u n c t i o n whereby the performance o f , and the 
account of t h e i r performance, submitted by the 
d i r e c t o r s , managers, e t c . may be su b j e c t to some 
s c r u t i n y on behalf of those to whom the 
d i r e c t o r s , managers, e t c . are accountable." 
(Emphasis added.)(1-1) 
Perhaps the Commission intended the d e f i n i t i o n to be encompassed 
w i t h i n the passage (on page 5) that "Users of f i n a n c i a l statements 
need assurance t h a t management has f u l f i l l e d i t s stewardship 
r e s p o n s i b i l i t y by e s t a b l i s h i n g and s u p e r v i s i n g a system that 
adequately p r o t e c t s c o r p o r a t e a s s e t s . " There are numerous other 
r e f e r e n c e s to a c c o u n t a b i l i t y i n S e c t i o n 1, but they a l l speak o n l y 
i n terms of i t s consequences rather than i t s f u l l meaning. 
While the Commission's views could be i n f e r r e d from the 
t e x t , we think i t i s important that a c c o u n t a b i l i t y be more p r e c i s e l y 
d e f i n e d i n the Commission's f i n a l r e p o r t , s i n c e i t i s p r o f f e r e d as 
the fundamental purpose of accounting.(1-2) R e t a i n i n g the present 
wide l a t i t u d e i n v i t e s e x p o n e n t i a l i m p l i c a t i o n s f o r a u d i t o r s ' 
r e s p o n s i b i l i t i e s . 
1.2 
" A c c o u n t a b i l i t y , " as used i n the Commission's Report, might 
be an o b j e c t i v e of accounting already overemphasized. For example, 
c u r r e n t C o n g r e s s i o n a l and r e g u l a t o r y a c t i v i t i e s i n the areas of 
" i l l e g a l or q u e s t i o n a b l e a c t s " suggest that l e g i s l a t o r s and 
r e g u l a t o r s may be uninformed as to the l i m i t a t i o n s of both 
accounting and a u d i t i n g to accomplish what they intend to 
p r e s c r i b e . There should be g r e a t e r deference to the primary purpose 
of f i n a n c i a l accounting ("production of f i n a n c i a l i n f o r m a t i o n f o r 
d e c i s i o n making"), and we hope the Commission w i l l be able to 
i n c o r p o r a t e i n i t s f i n a l r e p o r t the O b j e c t i v e s of F i n a n c i a l 
Statements now expressed i n t e n t a t i v e form by the F i n a n c i a l 
Accounting Standards Board as p a r t of i t s p r o j e c t on the Broad 
Conceptual Framework f o r F i n a n c i a l Accounting and Reporting. There 
may be a tendency to l o s e s i g h t of the primary purpose of accounting 
i n emphasizing i t as an element of s o c i a l c o n t r o l , not f u l l y 
c o o r d i n a t i n g with the FASB pr o g r e s s . 
We recommend that the Commission acknowledge the f a c t t h a t 
c u r r e n t h i s t o r i c a l based accounting does not, by i t s very nature, 
provide an adequate measure of a c c o u n t a b i l i t y ( e i t h e r performance or 
stewardship). Much of the p u b l i c ' s disenchantment with a u d i t o r s ' 
performance might very w e l l be r e l a t e d to d e f i c i e n c i e s i n the 
present accounting model and inadequacies i n accounting standards 
under that model, which a u d i t o r s by t h e i r Code of P r o f e s s i o n a l 
E t h i c s must observe. As the Commission notes (p. 7 ) : "In g e n e r a l , 
i f an accepted accounting p r i n c i p l e , such as h i s t o r i c a l c o s t , has 
l i m i t a t i o n s , audited f i n a n c i a l statements remain c o n s t r a i n e d by 
those l i m i t a t i o n s . " 
Since the Commission a s s e r t s that "(a)n a u d i t p r o v i d e s 
reasonable assurance that management has f u l f i l l e d i t s (stewardship 
and performance) r e s p o n s i b i l i t y " (p. 5), the i n v e r s e r e l a t i o n s h i p 
between "reasonable assurance" and the c o n s t r a i n t s of the 
e s t a b l i s h e d accounting framework need to be b e t t e r understood and 
r e c o n c i l e d . We b e l i e v e i t w i l l not be p o s s i b l e to enhance the 
p u b l i c ' s understanding of the a u d i t o r ' s r o l e u n t i l there i s 
c o n s i d e r a b l e advancement i n s p e c i f i c a t i o n of the accounting 
framework, as more f u l l y d i s c u s s e d i n S e c t i o n 2 of t h i s response. 
The Commission a l s o i n d i c a t e s (p. 7) that " ( t ) h e e x i s t e n c e 
of other c o n t r o l s p l a c e s l i m i t s on the extent of assurance needed 
from independent a u d i t o r s . " Among these are the c o n t r o l over 
management by the board of d i r e c t o r s , and presumably by the a u d i t 
committee. Other s o c i e t a l c o n t r o l s (the p r e s s , a n a l y s t s , r e g u l a t o r y 
agencies, l i t i g a t i o n and the s e c u r i t i e s market) are mentioned. 
We b e l i e v e a s u b s t a n t i a l burden f o r c o n t r o l must be p l a c e d 
elsewhere than on the independent a u d i t o r s . While an a u d i t should 
be responsive to the degree of c o n t r o l e x e r c i s e d by o u t s i d e 
i n s t i t u t i o n s i n g e n e r a l , and to the degree of c o n t r o l e x e r c i s e d 
w i t h i n the e n t i t y by other means, the a u d i t o r should not be h e l d 
1.3 
r e s p o n s i b l e to t o t a l l y compensate for d e f e c t s that may e x i s t i n 
other c o n t r o l f o r c e s . In s h o r t , the a u d i t o r cannot be the panacean 
e q u a l i z e r of a l l c o n t r o l s . T h i s r a i s e s the i s s u e of adequacy of 
standards fo r boards of d i r e c t o r s , a u d i t committees, and many other 
c o n t r o l f o r c e s . Although the Commission must n e c e s s a r i l y l i m i t i t s 
d e t a i l e d c o n s i d e r a t i o n s to a u d i t o r s , i t would be proper, i n our 
view, that an a r t i c u l a t i o n be given by the Commission of at l e a s t 
the primary r e s p o n s i b i l i t i e s of these other p a r t i e s having a 
p o s i t i o n of c o n t r o l over management. 
The A u d i t o r ' s R e l a t i o n s h i p to P a r t i e s I n t e r e s t e d i n the  
A u d i t F u n c t i o n 
The Commission can not overemphasize the importance of 
frank communication between management and the a u d i t o r as a means of 
o b t a i n i n g a u d i t evidence s u f f i c i e n t to g i v e the a u d i t o r a sense of 
s a t i s f a c t i o n concerning a u d i t c o n c l u s i o n s . I t i s p a r t i c u l a r l y 
f i t t i n g that the Commission chose, as an example of a t h r e a t to the 
present auditor/management r e l a t i o n s h i p , the recent e f f o r t s by the 
I n t e r n a l Revenue S e r v i c e to attempt a " f i s h i n g e x p e d i t i o n " i n t o 
accountants' working papers without s p e c i f y i n g matters f o r which the 
search was to be performed. In the recent Johns M a n v i l l e case 
(footnote 21, p. 10), l i t i g a t e d at no doubt a s i g n i f i c a n t c o s t to 
the defendants, the IRS was d e a l t a setback, which c o u l d very w e l l 
be temporary unless the Commission i n i t s f i n a l r e p o r t comes out 
s t r o n g l y a g a i n s t such i n c u r s i o n s . For example, i n another recent 
case,(1-3) the I n t e r n a l Revenue S e r v i c e was t o l d t h a t i t was 
i n q u i r i n g beyond i t s i n f o r m a t i o n a l needs v i a some of the "Eleven 
Questions" r e l a t i v e to i l l e g a l and improper payments (the " s l u s h 
fund q u e s t i o n n a i r e " ) . T h i s matter i s now being p e t i t i o n e d f o r a 
r e h e a r i n g and may be f u r t h e r appealed. 
We are concerned that the Commission, i n d i s c u s s i n g 
management's r e s p o n s i b i l i t y f o r f i n a n c i a l statement r e p r e s e n t a t i o n s , 
has i n a d v e r t e n t l y endorsed the popular b e l i e f that there are a 
m u l t i t u d e of f r e e c h o i c e a l t e r n a t i v e accounting methods. Although 
management must "choose among accounting methods" (p. 10) and has 
o p p o r t u n i t i e s f o r "biased a c t i o n s i n v o l v i n g . . . o u t r i g h t 
m i s r e p r e s e n t a t i o n " (p. 11), we q u e s t i o n the i n f e r e n c e that t h i s 
leads t o , "more commonly, ta k i n g advantage of the many gray areas i n 
accounting measurement." The M e t c a l f S t a f f Study's(1-4) a l l e g a t i o n 
of u n b r i d l e d f r e e c h o i c e was demonstrably d e f l a t e d i n the response 
of the F i n a n c i a l Accounting Foundation to the S t a f f Study: of the 
f r e e c h o i c e a l t e r n a t i v e s extant some f i v e years ago, only a few 
s t i l l remain.(1-5) And i f one c o n s i d e r s Statement on A u d i t i n g 
Standards No. 5 on "The Meaning of 'Present F a i r l y i n Conformity 
with G e n e r a l l y Accepted Accounting P r i n c i p l e s ' . . . , " the o n l y three 
f r e e c h o i c e a l t e r n a t i v e s important enough to mention, as a p r a c t i c a l 
matter, are i n d e p r e c i a t i o n ( s t r a i g h t - l i n e versus a c c e l e r a t e d ) , 
inventory v a l u a t i o n (LIFO versus FIFO or e q u i v a l e n t ) , and investment 
c r e d i t accounting (flow-through versus d e f e r r a l ) . 
1.4 
The accounting and a u d i t i n g p r o f e s s i o n s u f f e r s from anxiety 
c r e a t e d by the continuous suggestion of the e x i s t e n c e of many f r e e 
c h o i c e a l t e r n a t i v e s . Thus, we think that SAS 5 d i d not go q u i t e f a r 
enough. Though i t avers that the s e l e c t i o n of an accounting 
p r i n c i p l e , where there appears to be more than one c h o i c e , should be 
s u b s t a n t i a l l y dependent upon the circumstances, i t q u i x o t i c a l l y 
awaits the s p e c i f i c a t i o n of circumstances by the FASB. A u d i t o r s and 
managements must and do apply circumstances without FASB 
s p e c i f i c a t i o n . When circumstances are taken i n t o account, there are 
f a r fewer a l t e r n a t i v e s indeed. 
In d i s c u s s i n g the a u d i t o r ' s r e l a t i o n s h i p to f i n a n c i a l 
statement users (p. 11), the Commission i n d i c a t e s that p o t e n t i a l 
shareholders and c r e d i t o r s are not owed the same r e s p o n s i b i l i t y by 
a u d i t o r s as those who have e x i s t i n g f i n a n c i a l i n t e r e s t s i n an 
e n t i t y . In a l e g a l i s t i c or " a c c o u n t a b i l i t y " sense (not c l e a r l y 
d e f i n e d , as d i s c u s s e d e a r l i e r h e r e i n ) , t h i s i s undoubtedly t r u e . 
However, because of the o p e r a t i o n of the market system i n the United 
S t a t e s economy, i t does not seem u s e f u l to make t h i s d i s t i n c t i o n i n 
any way which would i n f l u e n c e the a u d i t o r ' s performance. I f 
anything, the a u d i t o r ' s r o l e today i s i n v e r t e d : 
Consider a small company, owner managed, where the 
independent accountant i s asked to prepare f i n a n c i a l statements only 
f o r management's use. L i m i t e d a u d i t procedures are o f t e n employed, 
and because of the r e s t r i c t i o n of the f i n a n c i a l statements to 
i n t e r n a l use, g e n e r a l l y accepted accounting p r i n c i p l e s ( i n the area 
of d i s c l o s u r e s ) are not f o l l o w e d to the f u l l e s t e x tent. Should, 
however, the accountant become aware that those f i n a n c i a l statements 
are to be presented to a f i n a n c i a l i n s t i t u t i o n f o r the purpose of 
c o n s i d e r i n g whether c r e d i t should be granted, almost a l l of the 
omitted a u d i t i n g procedures and d i s c l o s u r e s must then be performed. 
" C l o s e r , more a c t i v e c o o p e r a t i o n between boards of  
d i r e c t o r s and a u d i t o r s " — As to the a u d i t o r ' s r e l a t i o n s h i p to the 
board of d i r e c t o r s , we e m p h a t i c a l l y agree that "the r o l e of the 
independent a u d i t o r i n improving corporate a c c o u n t a b i l i t y can be 
s i g n i f i c a n t l y strengthened by c l o s e r , more a c t i v e c o o p e r a t i o n 
between boards of d i r e c t o r s and a u d i t o r s " (p. 12). Many of the 
comments i n our response are d i r e c t e d toward " c l o s e r , more a c t i v e 
c o o p e r a t i o n . " We b e l i e v e much has already been achieved, although 
much more c o u l d be done. 
We endorse the Commission's recommendations f o r the use of 
boards of d i r e c t o r s and a u d i t committees f o r the purposes of i n i t i a l 
engagement and r e t e n t i o n of the a u d i t o r and the n e g o t i a t i o n of h i s 
f e e s . S u b s t a n t i a l achievement of these goals i s beginning to occur 
i n p u b l i c l y h e l d companies, focused on by the Commission i n i t s 
Report (p. x i i ) . 
1.5 
In the f i n a l paragraph of S e c t i o n 1 the Commission again 
suggests too g r e a t a problem, i n our view, as to the r e l a t i o n s h i p of 
accounting standards to a company's circumstances, with the 
statement t h a t : "The p o s s i b i l i t y of abuse of accounting methods i s 
a key area f o r o u t s i d e d i r e c t o r s to probe." I f there are t r u l y 
a v a i l a b l e o p t i o n s i n m a t e r i a l or p o t e n t i a l l y m a t e r i a l matters, the 
a u d i t committee or the board should be a p p r i s e d of these by 
management and the a u d i t o r s , who should not have to be "probed." 
We a l s o suggest that g r e a t e r a t t e n t i o n be given i n the 
Report of T e n t a t i v e C o n c l u s i o n s to the q u a l i f i c a t i o n s necessary f o r 
board of d i r e c t o r s ' or a u d i t committee membership. The Commission's 
statement t h a t "Outside d i r e c t o r s should consider the c o r p o r a t i o n ' s 
t o t a l a u d i t needs and balance the work of i n t e r n a l a u d i t o r s and 
independent a u d i t o r s i n e v a l u a t i n g c o n t r o l s and management's 
s u p e r v i s i o n of them" i s vague. Standards of s u f f i c i e n t s p e c i f i c i t y 
are needed to a s s i s t d i r e c t o r s i n concluding as to such a balance — 
and we think few d i r e c t o r s have a s u f f i c i e n t l y comprehensive 
background to be able to do t h i s without s p e c i f i c a t i o n as w e l l as 
expert a d v i c e . 
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Footnotes to S e c t i o n 1 
(1-1) David F l i n t , "The Role of the Auditor i n Modern S o c i e t y : An 
E x p l o r a t o r y Essay," ACCOUNTING AND BUSINESS RESEARCH 1 (Autumn 
1971): 288. 
(1-2) Our emphasis i n d i s c u s s i n g " a c c o u n t a b i l i t y " r e l a t e s to the 
f a c t that there are v a r y i n g views of i t s meaning, without the 
Commission on A u d i t o r s ' R e s p o n s i b i l i t i e s s p e c i f y i n g i t s own 
view. For example: 
a. The Report of the Study Group on the O b j e c t i v e s of  
F i n a n c i a l Statements p r o v i d e s an e x t e n s i v e d i s c u s s i o n ( i n 
Chapter 4) on " A c c o u n t a b i l i t y and F i n a n c i a l Statements." 
T h i s r epresents a broad view of the b e n e f i c i a r i e s of 
" a c c o u n t a b i l i t y . " 
b. The FASB's T e n t a t i v e C o n c l u s i o n on O b j e c t i v e s of F i n a n c i a l  
Statements of Business E n t e r p r i s e s d i s c u s s e s stewardship 
and management performance as being more r e s t r i c t i v e , 
because the FASB has t e n t a t i v e l y concluded that the 
b e n e f i c i a r i e s are only i n v e s t o r s and c r e d i t o r s . 
C e r t a i n l y there are other p r o p o s a l s (e.g. an u n s p e c i f i e d 
a c c o u n t a b i l i t y of p u b l i c companies to the g e n e r a l p u b l i c , as 
suggested i n the M e t c a l f S t a f f Study), a l l p o i n t i n g to a need 
for adoption of a uniform d e f i n i t i o n . 
(1-3) United S t a t e s e t a l v. Richards (C.A. 77-0189R). 
(1-4) U.S. Senate Subcommittee on Reports, Accounting and Management, 
of the Committee on Government Operations, The Accounting  
E s t a b l i s h m e n t : A S t a f f Study, December, 1976, pp. 134-135. 
(1-5) F i n a n c i a l Accounting Foundation and F i n a n c i a l Accounting 
Standards Board, Statement of P o s i t i o n (on The Accounting  
Establishment op. c i t . ) A p r i l 14, 1977, p. 32-33 and E x h i b i t E. 
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SECTION 2 
FORMING AN OPINION ON FINANCIAL PRESENTATIONS 
The Commission's T e n t a t i v e Conclusions 
"The a u d i t o r must e v a l u a t e : 
the c h o i c e s made by management among a l t e r n a t i v e 
p r i n c i p l e s , 
the appropriateness of the p r i n c i p l e s a p p l i e d i n the 
absence of formal or d e t a i l e d accounting pronouncements, 
and 
the cumulative e f f e c t of the d e c i s i o n s on s e l e c t i o n and 
a p p l i c a t i o n of accounting p r i n c i p l e s . " 
"...the continued emphasis on ' f a i r n e s s ' as a standard i s 
not f r u i t f u l — the word ' f a i r l y ' should be e l i m i n a t e d from 
the a u d i t o r ' s r e p o r t . " 
The E x p e c t a t i o n s of Users 
The Commission i s c o r r e c t , of course, i n g i v i n g as a user 
e x p e c t a t i o n that the a u d i t o r evaluate whether f i n a n c i a l statements 
are "misleading." That term appears i n the F e d e r a l S e c u r i t i e s Laws 
and a l s o i n the AICPA Code of P r o f e s s i o n a l E t h i c s , Rule 203. Once 
the f i n a n c i a l statements have accomplished what we w i l l c a l l 
"nonmisleadingness," the a u d i t o r ' s r e s p o n s i b i l i t y then i s to 
evaluate whether the f i n a n c i a l statements are f a i r l y presented i n 
conformity with g e n e r a l l y accepted accounting p r i n c i p l e s . We 
recognize the f r a i l t i e s of " f a i r l y p r e s e n t s . " But we think that 
"nonmisleadingness," while sounding commendable, i m p l i e s as much as 
or more than " f a i r l y p r e s e n t s , " and may be even more s u b j e c t to 
misunderstanding by the user of f i n a n c i a l statements. 
There have been a number of s i t u a t i o n s (described by the 
Commission as " a u d i t f a i l u r e s " ) where the a u d i t o r b e l i e v e d the 
f i n a n c i a l statements were not m i s l e a d i n g ; nonetheless he was accused 
of c o n t r i b u t i n g to misunderstanding by the user. Because the 
j u d i c i a r y i s a l s o not u n i f o r m l y informed(2-1), the a u d i t o r , along 
with management, was adjudged to have been g u i l t y of " m i s l e a d i n g " 
the users. 
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To be c r i t i c a l of " f a i r l y p r e s e n t s " and to recommend 
e x c i s i o n of " f a i r l y " from the a u d i t o r ' s r e p o r t may g i v e the 
appearance of improvement, but represents no r e a l progress i f the 
meaning of "misleading" as used i n the AICPA Code of E t h i c s and 
F e d e r a l S e c u r i t i e s Laws i s not s p e c i f i e d . 
The Commission s t a t e s (p. 21) t h a t : "Present standards 
r e q u i r e the a u d i t o r to use judgment to see that the s e l e c t i o n and 
a p p l i c a t i o n of p a r t i c u l a r accounting p r i n c i p l e s do not produce a 
m i s l e a d i n g r e s u l t . " No c h a l l e n g e by the Commission seems e v i d e n t . 
We think i t c o u l d e q u a l l y be s a i d t hat nonmisleadingness " i s an 
empty box" and t h a t by nonmisleadingness c e r t a i n advocates mean th a t 
something agrees with t h e i r biases.(2-2) We urge that the 
Commission c o n s i d e r the continued appropriateness of Rule 203 of the 
AICPA Code of P r o f e s s i o n a l E t h i c s , and at l e a s t c o n j o i n i t when 
concluding (p. 14) that e f f o r t s to analyze " f a i r l y p r e s e n t s " are not 
f r u i t f u l . T h i s i s d i s c u s s e d i n g r e a t e r d e t a i l below. 
Of course we agree that f u r t h e r e x p l o r a t i o n i n t o the nature 
of g e n e r a l l y accepted accounting p r i n c i p l e s and g e n e r a l l y accepted 
a u d i t i n g standards i s necessary, so long as the users of f i n a n c i a l 
statements are informed of the r e s u l t s of such e x p l o r a t i o n . The 
understanding by f i n a n c i a l statement users of the many judgments and 
d e c i s i o n s t h a t must be made about the s e l e c t i o n and a p p l i c a t i o n of 
accounting p r i n c i p l e s must be enhanced i n the process, so that they 
are i n a p o s i t i o n to e v a l u a t e , as they should, whether they agree 
with management's d e c i s i o n s and the a u d i t o r ' s approbation. I t i s 
most important t h a t the user understand what was done, and not that 
he p e r s o n a l l y agree with i t . With understanding, the user i s i n a 
p o s i t i o n to make a r a t i o n a l d e c i s i o n . 
The Guidance Provided by G e n e r a l l y Accepted Accounting  
P r i n c i p l e s ( 2 - 3 ) 
We note with approval the Commission's a s c r i b i n g to 
management the r e s p o n s i b i l i t y f o r using accounting p r i n c i p l e s t hat 
r e f l e c t u n d e r l y i n g events and t r a n s a c t i o n s . The p r i n c i p l e s must, of 
course, be a p p r o p r i a t e to the u n d e r l y i n g events and t r a n s a c t i o n s 
both i n d i v i d u a l l y and c o l l e c t i v e l y . Thus, the Commission suggests 
that the a u d i t o r should o b j e c t when l i t e r a l , but not s u b s t a n t i v e , 
requirements of accounting pronouncements have been met (p. 16). 
The c o n s i d e r a b l e d i f f i c u l t y not addressed by the Commission i s i n 
a s c e r t a i n i n g when the substance of an accounting pronouncement has 
been served. Obviously at extremes t h i s should be apparent, but the 
gray area i s so broad as to make a requirement f o r s u b s t a n t i v e 
o b s e r v a t i o n of accounting standards, without more s p e c i f i c a t i o n , 
simply unworkable. 
We have already r e f e r r e d to the AICPA Code of P r o f e s s i o n a l 
E t h i c s . Rule 203 r e q u i r e s t h a t , should the o b s e r v a t i o n of a 
promulgated g e n e r a l l y accepted accounting standard r e s u l t i n a 
m i s l e a d i n g p r e s e n t a t i o n , the f i n a n c i a l statements should p r o p e r l y 
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depart from that standard i n order to a v e r t misleadingness, and the 
a u d i t o r should comment i n h i s r e p o r t that such departure has 
o c c u r r e d . 
Our f i r m , on two o c c a s i o n s , has taken a v a i l of Rule 203 
with re s p e c t to p u b l i c l y h e l d companies. To our knowledge, t h i s has 
been done by other f i r m s even l e s s f r e q u e n t l y . There seems to be an 
extreme r e l u c t a n c e to depart from promulgated standards because they 
are more and more t i g h t l y drawn,(2-4) and misleadingness o b j e c t i o n s 
c o u l d o f t e n appear to r e l a t e to a disagreement with the concept 
un d e r l y i n g the accounting standard. 
U n t i l the FASB s p e c i f i e s (as i t i s now i n the process of 
doing) the O b j e c t i v e s of F i n a n c i a l Statements and the Conceptual 
Framework f o r F i n a n c i a l Accounting and Reporting, i t w i l l not be 
p o s s i b l e even by f i a t to r e q u i r e that a u d i t o r s u n e q u i v o c a l l y be 
r e s p o n s i b l e f o r " s u b s t a n t i v e compliance" with promulgated accounting 
standards. An example i s the FASB's qu e s t i o n about the proper 
p e r s p e c t i v e of f i n a n c i a l statements — the income and expense view 
(matching i s a l l - i m p o r t a n t and the balance sheet i s a r e s i d u a l ) 
versus the asset and l i a b i l i t y view (the d i f f e r e n c e s between the 
values of economic resources and o b l i g a t i o n s at two p o i n t s i n time, 
a f t e r e l i m i n a t i n g c a p i t a l t r a n s a c t i o n s , represent income f o r the 
i n t e r v e n i n g p e r i o d ) . T h i s s o o n - t o - b e - s e t t l e d argument has o f t e n 
given r i s e to l a t e r c h a l l e n g e that substance of an accounting 
standard has not been observed, when i n f a c t the c u l p r i t may have 
been i n c o n s i s t e n t p e r s p e c t i v e s i n c l u d e d i n a s i n g l e set of f i n a n c i a l 
statements. 
Touche Ross i s c e r t a i n l y i n favor of "substance," but 
"substance" i s a term a l s o needing a d e f i n i t i o n . The framework f o r 
that d e f i n i t i o n w i l l be provided by the FASB, and h o p e f u l l y soon. 
In r e f e r r i n g to d e f i c i e n c i e s i n present g e n e r a l l y accepted 
accounting p r i n c i p l e s (p. 16), the Commission may have o v e r s t a t e d 
the case by r e p o r t i n g i n a f a c t u a l s t y l e . Some of the complaints 
may not be as s e r i o u s as they seem. To s t a t e that a u t h o r i t a t i v e 
accounting bodies have not s p e c i f i e d the primacy of a s i n g l e method 
where a l t e r n a t i v e s e x i s t ( 2 - 5 ) feeds the n o t i o n of a p l e t h o r a of 
a l t e r n a t i v e s . A c c u s a t i o n s of absolute d i s a r r a y i n the o b j e c t i v e s of 
f i n a n c i a l accounting and r e p o r t i n g are p l e n t i f u l i n the c o n c l u s i o n 
of the M e t c a l f S t a f f Study.(2-6) There i s a l r e a d y much agreement on 
o b j e c t i v e s of f i n a n c i a l statements as evidenced by the c o m p i l a t i o n 
of APB Statement No. 4, the Report of the Study Group on O b j e c t i v e s  
of F i n a n c i a l Statements (the Trueblood Report) and i n the FASB's 
T e n t a t i v e C o n c l u s i o n s . 
We agree that no standards can s p e c i f y a l l aspects of 
adequate d i s c l o s u r e . In t h i s regard, the Commission's statement (p. 
17) that adequate d i s c l o s u r e w i l l enable the user to understand the 
events and t r a n s a c t i o n s reported on i n f i n a n c i a l statements i s t r u e 
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only i n the u n a t t a i n a b l e a b s t r a c t . We assume the Commission 
intended that the user must have an a b i l i t y to understand(2-7), or 
no amount of d i s c l o s u r e w i l l do. And there are many other f a c t o r s , 
i n a d d i t i o n to f i n a n c i a l statement d i s c l o s u r e s , necessary to permit 
an able user e x e r t i n g the necessary e f f o r t to o b t a i n an 
understanding. 
As the Commission acknowledges (footnote 14, p. 17), 
a u d i t o r s o f t e n f a c e demands to show where i t i s i n s c r i b e d that a 
p a r t i c u l a r accounting method cannot be f o l l o w e d , or a l t e r n a t i v e l y , 
must be f o l l o w e d . I t may not be enough to s t a t e that "such demands 
c l e a r l y i n d i c a t e an inadequate understanding of the scope of 
g e n e r a l l y accepted accounting p r i n c i p l e s . " We suggest that the 
Commission g i v e more prominence to t h i s i n the f i n a l r e p o r t . 
In summary, we are concerned that the Commission's o v e r a l l 
d i s c u s s i o n of g e n e r a l l y accepted accounting p r i n c i p l e s i s harsher 
than i s warranted and may l e a d a reader not otherwise informed to 
the c o n c l u s i o n of a much grea t e r dearth of p r i n c i p l e than a c t u a l l y 
e x i s t s . T h i s should be c o r r e c t i b l e i n the Commission's f i n a l r e p o r t 
i f f o r no reason other than the FASB's c u r r e n t p r o g r e s s . 
Recommendations on Ext e n s i o n of Guidance i n A u d i t i n g Standards 
" D i r e c t i o n i n the absence of d e t a i l e d accounting  
p r i n c i p l e s " — The Commission appears i n t h i s s u b s e c t i o n to have 
o v e r s t a t e d the a u t h o r i t y of Statements of P o s i t i o n i s s u e d by the 
AICPA Accounting Standards D i v i s i o n (AcSEC). Under the present FASB 
c h a r t e r , no other body has the a u t h o r i t y , e n f o r c e a b l e under the 
AICPA Code of P r o f e s s i o n a l E t h i c s , to e s t a b l i s h accounting 
p r i n c i p l e s . C o n s i d e r a b l e debate occurs both among p r a c t i c i n g 
accountants and between accountants and t h e i r c l i e n t s as to whether 
the recommendations i n an AcSEC Statement of P o s i t i o n must be 
f o l l o w e d i n a p a r t i c u l a r s i t u a t i o n . We are aware of s i t u a t i o n s of 
non-uniform a p p l i c a t i o n as among accounting f i r m s . T h i s i s not to 
suggest that any f i r m i s a c t i n g i n an u n p r o f e s s i o n a l manner. We 
o u r s e l v e s have not found i t a d v i s a b l e to i n s i s t on blanket 
a p p l i c a b i l i t y of a l l AcSEC Statements of P o s i t i o n , because by 
d e f i n i t i o n , they do not bear the " f o r c e of (FASB) law." 
Some i n d u s t r y groups are concerned by the " t h i r d t i e r " 
standard s e t t i n g ( f o l l o w i n g a f t e r the FASB and the SEC) by the AICPA 
Accounting Standards D i v i s i o n . There i s a need to c l a r i f y the 
AICPA's r o l e i n accounting standard s e t t i n g . We have already 
recommended i n our response to the M e t c a l f S t a f f Study t h a t AcSEC 
adopt a formal p o l i c y of exposing f o r p u b l i c comment a l l proposed 
statements of p o s i t i o n , and of p e r m i t t i n g q u a l i f i e d r e p r e s e n t a t i v e s 
of a f f e c t e d i n d u s t r i e s to attend a p p l i c a b l e p o r t i o n s of i t s 
meetings.(2-8) Beyond t h a t , i t may be a p p r o p r i a t e to i n c o r p o r a t e 
more a u t h o r i t y f o r AICPA Accounting Standards D i v i s i o n r e s o l u t i o n s 
through an amendment i n the FASB c h a r t e r or r u l e s of procedure, at 
l e a s t as to matters the FASB does not accept f o r i t s own agenda.(2-9) 
2.4 
Reasoning by analogy has been and w i l l always be necessary 
i n the s e l e c t i o n of an accounting p r i n c i p l e to f i t new and unique 
circumstances. The Commission seems n e u t r a l on the p r o p r i e t y of 
t h i s p r a c t i c e . We recommend e s t a b l i s h i n g a r e f u t a b l e presumption of 
c a r e f u l analogy where a s p e c i f i c a l l y promulgated accounting standard 
does not e x i s t , as opposed to the c u r r e n t p r a c t i c e of s e l e c t i v i t y . 
P r o c e d u r a l g u i d e l i n e s f o r a n a l o g i z i n g would a l s o be h e l p f u l . 
Likewise, r e l i a n c e on precedent i s u s e f u l , but somewhat 
r i s k i e r than r a t i o n a l analogy. There may be c i r c u m s t a n t i a l nuances 
not known to those wishing to r e l y on the precedent. G u i d e l i n e s f o r 
p r e c e d e n t i a l r e l i a n c e should be b e t t e r a r t i c u l a t e d . With proper 
guidance for use of precedent, and a requirement f o r a n a l o g i z i n g , 
the d i l u t i o n of accounting p r i n c i p l e s o f t e n a t t r i b u t e d to these 
p r a c t i c e s should be minimized. 
" D i r e c t i o n f o r s e l e c t i n g among a l t e r n a t i v e s " — To s t a t e 
that the proper s e l e c t i o n should r e s u l t i n a p r e s e n t a t i o n "more 
c l o s e l y i n accord with the substance of a t r a n s a c t i o n or event" i s 
not s u f f i c i e n t l y h e l p f u l because of the vagueness of "substance" as 
we have d i s c u s s e d more f u l l y e a r l i e r i n t h i s S e c t i o n . Of course, 
management and the a u d i t o r should document the c h o i c e made and the 
reason fo r i t . The o n l y a p p r o p r i a t e manner of doing t h i s i s to 
r e l a t e to s p e c i f i e d o b j e c t i v e s of f i n a n c i a l accounting and 
r e p o r t i n g . To s t a t e that management's business judgment and 
p l a n n i n g should not "supplant" other circumstances i s to p l a c e a 
vague a d d i t i o n a l burden on auditors.(2-10) 
We agree the SEC i s i n e r r o r i n i t s requirement that the 
a u d i t o r b e l i e v e i n the p r e f e r a b i l i t y of the new method when an 
accounting change o c c u r s . I f " p r e f e r a b i l i t y " assessment should be 
undertaken by a u d i t o r s , i t should apply to a l l m a t e r i a l accounting 
p r i n c i p l e s used by an e n t i t y whether or not changed. Our agreement 
with the Report's statement a p p l i e s to e l i m i n a t i n g the SEC's 
i n c o n s i s t e n c y ; we otherwise have s u b s t a n t i a l m i s g i v i n g s about 
p r e f e r a b i l i t y as an a u d i t o b j e c t i v e . 
" D i r e c t i o n f o r e v a l u a t i n g cumulative e f f e c t " — The 
Commission recommends that the a u d i t o r make an e v a l u a t i o n of the 
cumulative e f f e c t of management's judgment i n the p r e s e n t a t i o n of 
f i n a n c i a l statements. We agree t h a t t h i s should be an a u d i t o r ' s 
r e s p o n s i b i l i t y , but only i f the a d d i t i o n a l d i r e c t i o n recommended i s 
i n f a c t provided.(2-11) 
We r e c o g n i z e that t h i s i s s u e cannot be r e s o l v e d simply. 
The FASB needs to p r o v i d e guidance on cumulative e f f e c t assessments 
even beyond what can be a n t i c i p a t e d from i t s c u r r e n t Conceptual 
Framework p r o j e c t . And the a u d i t i n g standard s e t t i n g body would 
need to c o n t i n u o u s l y p a r t i c i p a t e so that the r e s u l t i n g guidance i s 
workable. T h i s i s s u e needs prompt a t t e n t i o n and, no doubt, 
r e s o l u t i o n i n phases. 
2.5 
E l i m i n a t i o n of " f a i r l y " from the a u d i t o r ' s r e p o r t — The 
summary s e c t i o n (page x v i i i ) of the Report of T e n t a t i v e C o n c l u s i o n s 
c o n t a i n s a c o n c l u s i o n r e l a t i v e to S e c t i o n 2 which does not appear as 
such i n the s e c t i o n t e x t : that "continued emphasis on ' f a i r n e s s ' as 
a standard i s not f r u i t f u l — the word ' f a i r l y ' should be e l i m i n a t e d 
from the a u d i t o r ' s r e p o r t . " In a way t h i s c o n c l u s i o n i s both 
f i t t i n g and enigmatic. I t i s f i t t i n g i n the sense that " f a i r l y " 
must be e l i m i n a t e d because the c u r r e n t environment would squelch any 
reasonable d e f i n i t i o n p r o f f e r e d by the Commission. I f 
implementation of t h i s c o n c l u s i o n i s not f e a s i b l e a l e s s d e s i r a b l e 
a l t e r n a t i v e would be an a d d i t i o n a l standard paragraph i n the 
a u d i t o r ' s r e p o r t e x p l a i n i n g what " f a i r l y " means, and e x p l i c i t l y 
admonishing the reader that i t can not be adjudged to comport with 
h i s own b i a s e s . 
But i t i s a l s o enigmatic because " e v a l u a t i n g cumulative 
e f f e c t " to avoid "...the o v e r a l l r e s u l t (of) a m i s l e a d i n g p i c t u r e . . . " 
(p.21), i n i t s u n s p e c i f i e d form, i s w a i t i n g to take the p l a c e of 
" f a i r l y p r e s e n t s . " 
2.6 
Footnotes to S e c t i o n 2 
(2-1) While we r e c o g n i z e the Commission's d e s i r e to remain reasonably 
n e u t r a l concerning past events r e l a t i v e to a u d i t o r s ' 
r e s p o n s i b i l i t i e s , we b e l i e v e i t would have been a p p r o p r i a t e to 
take i s s u e with the c i t a t i o n from D i s t r i c t Court d e c i s i o n i n 
the H e r z f e l d case (footnote 1, p. 13). To allow to stand 
without c h a l l e n g e the epitaph of " e s o t e r i c accounting norms, 
comprehensible only to the i n i t i a t e , ... (not presenting) the 
true f i n a n c i a l p o s i t i o n to the untutored eye of an o r d i n a r y 
i n v e s t o r , " leaves some doubt as to whether the Commission 
accepts such an unbalanced c r i t i c i s m . 
The FASB Broad Conceptual Framework p r o j e c t , along with i t s 
T e n t a t i v e C o n c l u s i o n s on O b j e c t i v e s of F i n a n c i a l Statements, 
does not attempt to make f i n a n c i a l accounting comprehensible 
"to the untutored eye of an o r d i n a r y i n v e s t o r . " More 
r e a l i s t i c a l l y , i t should communicate with " i n v e s t o r s or 
c r e d i t o r s who have a reasonable understanding of business and 
economic a c t i v i t i e s and f i n a n c i a l accounting and who are 
w i l l i n g to spend the time and e f f o r t needed to study f i n a n c i a l 
statements." ( T e n t a t i v e Conclusions on O b j e c t i v e s of F i n a n c i a l  
Statements of Business E n t e r p r i s e s , p. 3.) 
(2-2) T h i s i s a v a r i a t i o n of the c i t a t i o n a t t r i b u t e d to C a r l L. 
Nelson, footnote 3, p. 13. 
(2-3) We r e a l i z e the Commission had to prepare t h i s p o r t i o n of i t s 
t e n t a t i v e recommendations p r i o r to the a v a i l a b i l i t y of the 
F i n a n c i a l Accounting Standards Board D i s c u s s i o n Memorandum on 
the second phase of the Broad Conceptual Framework p r o j e c t . 
C e r t a i n l y we agree with the Commission's recommendation ( i n 
footnote 12, p. 16) that the FASB should promptly complete i t s 
m a t e r i a l i t y , conceptual framework and o b j e c t i v e s p r o j e c t s . We 
recommend that c o n s i d e r a b l e use be made of the l a t e s t FASB 
m a t e r i a l a v a i l a b l e at the time of the Commission's f i n a l 
r e p o r t . 
(2-4) With the advent of accounting standards as d e t a i l e d as FASB 
Statement No. 13 on l e a s e s , or 14 on segmented r e p o r t i n g , i t 
i s becoming i n c r e a s i n g l y d i f f i c u l t f o r an a u d i t o r to l o c a t e 
s u b s t a n t i v e concept. In the past, APB Opinions beginning with 
No. 16 contained t h i s statement i n the "Notes" appended to 
each o p i n i o n : 
"Covering a l l p o s s i b l e c o n d i t i o n s and 
circumstances i n an Opinion of the Accounting 
P r i n c i p l e s Board i s u s u a l l y i m p r a c t i c a b l e . The 
substance of t r a n s a c t i o n s and the p r i n c i p l e s , 
guides, r u l e s , and c r i t e r i a d e s c r i b e d i n Opinions 
should c o n t r o l the accounting f o r t r a n s a c t i o n s 
not e x p r e s s l y covered." 
Experience with those admonitions has shown that i n d i v i d u a l 
a u d i t o r s have not been able to invoke them c o n s i s t e n t l y or with 
much frequency. 
2.7 
(2-5) Reducing a l t e r n a t i v e s i n i n v e n t o r y v a l u a t i o n methods and 
investment c r e d i t accounting w i l l a l s o r e q u i r e the 
p a r t i c i p a t i o n of Congress and the Treasury Department. 
(2-6) The Accounting Establishment: A S t a f f Study, op c i t . , 
summarizes these complaints on pp. 20-24. 
(2-7) See footnote (2-1), second paragraph. 
(2-8) Statement of Touche Ross & Co. (for the r e c o r d of hearings by 
Subcommittee on Reports, Accounting and Management of the 
United S t a t e s Senate Committee on Governmental A f f a i r s ) on 
Accounting and A u d i t i n g P r a c t i c e s and Procedures, May 23, 
1977, p. 35. 
(2-9) At p r e s e n t , the FASB f o r m a l l y acknowledges r e c e i p t of a 
f i n a l i z e d AcSEC SOP. In i t s usual d e c l i n i n g of the matter f o r 
i n c l u s i o n on i t s agenda, the FASB s t a t e s (assuming i t ' s true) 
t h a t the FASB i s not aware t h a t the SOP c o n t a i n s any v i o l a t i o n 
of GAAP. (Of course, the FASB i s aware of the progress of the 
SOP before f i n a l i z a t i o n . ) T h i s seems an inadequate and 
cumbersome approach. 
(2-10)We have s e v e r a l i n c i d e n t a l concerns about t h i s s u b s e c t i o n of 
the Report: 
a. Conservatism i s d e s c r i b e d as a g e n e r a l concept. We b e l i e v e 
that "conservatism f o r i t s own sake may a c t u a l l y i n t r o d u c e 
b i a s " (Report of the Study Group on O b j e c t i v e s of F i n a n c i a l  
Statements, AICPA, 1973, p. 58) and should always be 
d i s c u s s e d i n n e u t r a l terms. I t s 1970 l a b e l as a modifying 
convention (APB Statement No. 4, paragraph 171) seems 
superseded. 
b. Admonishing the a u d i t o r to consider whether accomplishing an 
o b j e c t i v e "other than informing users — such as reducing or 
postponing income taxes — has i n a p p r o p r i a t e l y predominated 
i n the c h o i c e of accounting p r i n c i p l e s " suggests there i s 
something i n a p p r o p r i a t e about l a w f u l l y reducing or postponing 
income taxes. The only r e a l t h r e a t seems to be i n IRS 
conformity r u l e s — de j u r e (e.g. LIFO) or de f a c t o (e.g. 
r e p a i r s and maintenance). Tax a l l o c a t i o n under APB 11 has 
been an e f f e c t i v e guardian. 
c. The APB d i d reach a c o n c l u s i o n as to the proper accounting 
for the investment tax c r e d i t ; the a l t e r n a t i v e s were f o r c e d 
by government. 
2.8 
(2-11) I f the a u d i t o r f i n d s t h a t most of the s e l e c t i o n s or estimates 
"had the e f f e c t of i n c r e a s i n g (or decreasing) e a r n i n g s , " t h i s 
i s not n e c e s s a r i l y a m i s l e a d i n g p i c t u r e of the e n t i t y ' s 
earning power or l i q u i d i t y . As the Commission e a r l i e r 
observed i n t h i s S e c t i o n , s u b s t a n t i v e compliance i s what 
counts (p. 16). We have already commented on the v a g a r i e s of 
"substance" and "misleadingness." 
2.9 
SECTION 3 
REPORTING ON SIGNIFICANT UNCERTAINTIES 
IN FINANCIAL PRESENTATIONS 
The Commission's T e n t a t i v e Conclusions 
- "Subject t o " and "going-concern" q u a l i f i c a t i o n s should 
be e l i m i n a t e d . 
- A separate footnote should be r e q u i r e d f o r u n c e r t a i n t i e s . 
The Need to C l a r i f y the A u d i t o r ' s Role i n Reporting on U n c e r t a i n t i e s 
The user must assume the f u n c t i o n of e v a l u a t i n g the r i s k s a 
business f a c e s , and the a u d i t o r should p r o p e r l y be r e s p o n s i b l e f o r 
e v a l u a t i n g the adequacy of d i s c l o s u r e of those r i s k s . ( 3 - 1 ) The 
present requirements f o r the a u d i t o r to express a s i g n i f i c a n t 
u n c e r t a i n t y i n terms of a "subject t o " o p i n i o n , and i n more 
egregious cases, the need to express a going concern q u a l i f i c a t i o n , 
are i n c o n s i s t e n t with the a u d i t o r ' s r e s p o n s i b i l i t y f o r e v a l u a t i n g 
the adequacy of d i s c l o s u r e of r i s k s . 
The a u d i t o r i s no more a b l e to p r e d i c t the outcome of many 
u n c e r t a i n t i e s than management. O r d i n a r i l y , he would be l e s s a b l e , 
because he does not make the d e c i s i o n s needed to operate the 
business and cannot a s s i m i l a t e management's pl a n n i n g and i n t e n t as 
though i t were h i s own. 
U n c e r t a i n t i e s o f t e n i n v o l v e l i t i g a t i o n , and one o n l y need 
look to the debates(3-2) engaged i n between the accounting and l e g a l 
p r o f e s s i o n s r e l a t i v e to the l i m i t e d extent to which lawyers w i l l 
comment on t h e i r e x p e c t a t i o n s of u l t i m a t e outcome of a s s e r t e d c l a i m s 
— or the extremely minor extent of comment p r o f f e r e d on unasserted 
c l a i m s . To grant to lawyers, who by d e f i n i t i o n know b e t t e r than 
a u d i t o r s what the outcome may be, an understanding of t h e i r 
i n c r e a s i n g r e s p o n s i b i l i t y f o r f a i l u r e s i n p r e d i c t i o n , should be 
c o n v i n c i n g t h a t the a u d i t o r c e r t a i n l y l a c k s of c l a i r v o y a n c e . 
Recommendations f o r Improving Reporting on U n c e r t a i n t i e s 
E l i m i n a t i n g " s u b j e c t t o " q u a l i f i c a t i o n s — We agree that 
the a u d i t requirement to express a " s u b j e c t t o " q u a l i f i c a t i o n when 
the f i n a n c i a l statements are a f f e c t e d by m a t e r i a l u n c e r t a i n t i e s 
should be e l i m i n a t e d . We began some res e a r c h i n t h i s area (see 
summary of the Touche Ross research p r o j e c t on page 176 of the 
Commission's R e p o r t ) , and the Commission has a c c u r a t e l y reported our 
b e l i e f t h a t , although c e r t a i n c o n d i t i o n s r e l a t i v e to q u a l i f i e d 
o p i n i o n s c o u l d be observed, i t would not be p o s s i b l e to a s c e r t a i n 
whether the q u a l i f i e d o p i n i o n was indeed a s e l f - f u l f i l l i n g 
prophecy. Many argue that i t i s . When the a u d i t o r i s c o n s i d e r i n g 
i t s use, management's concern i s understandable. 
3.1 
A separate footnote f o r u n c e r t a i n t i e s — Because an unduly 
negative i n f e r e n c e of the q u a l i t y of the e n t e r p r i s e i s drawn by 
readers of q u a l i f i e d o p i n i o n s , and o f t e n beyond the g r a v i t y of the 
matter, i t would be more b e n e f i c i a l and e q u i t a b l e that the a u d i t o r 
aim toward the appropriateness of d i s c l o s u r e of u n c e r t a i n t i e s i n 
f i n a n c i a l statements. Again, t h i s recommendation must be approached 
with c a u t i o n : debates over what c o n s t i t u t e s adequate d i s c l o s u r e can 
be as intense as those r e l a t i v e to whether or not the a u d i t o r i s s u e s 
a q u a l i f i e d o p i n i o n . For example, i n a number of i n s t a n c e s i n our 
p r a c t i c e , when concerned about the communicativeness of an 
u n c e r t a i n t y d i s c l o s u r e i n the footnotes — o f t e n as to the g r a v i t y 
of the matter — we took the o p p o r t u n i t y a f f o r d e d by our q u a l i f i e d 
o p i n i o n to add more s p e c i f i c a t i o n i n the hope that f i n a n c i a l 
statement users would b e t t e r understand the s e r i o u s n e s s of the 
matter.(3-3) 
We think the Commission i s heading i n the r i g h t d i r e c t i o n 
i n recommending that f i n a n c i a l statements c o n t a i n a s t a n d a r d i z e d 
note, s i m i l a r to that on accounting p o l i c i e s , r e l a t i v e to 
u n c e r t a i n t i e s . ( 3 - 4 ) In a s c e r t a i n i n g the a p p r o p r i a t e content of the 
note, however, c o n s i d e r a b l e guidance i s needed. D e l i b e r a t e 
o b f u s c a t i o n c o u l d occur through s t a n d a r d i z a t i o n without m a t e r i a l i t y 
g u i d e l i n e s f o r footnote i n c l u s i o n or e x c l u s i o n . For example, major 
is s u e s can be b u r i e d i n profuse d i s c l o s u r e of m i s c e l l a n e o u s 
l i t i g a t i o n ; and t h e r e f o r e the a u d i t o r must employ some s o r t of 
"meaningful communication" f i l t e r . Standards f o r t h i s t e s t are not, 
to our knowledge, a v a i l a b l e ( 3 - 5 ) and even the FASB i s f o c u s i n g 
mostly on what i s needed. M a t e r i a l i t y standards should work both 
ways. 
The Commission's recommendations f o r s t a n d a r d i z e d footnote 
d i s c l o s u r e seem to r e l a t e to both s p e c i f i c as w e l l as g e n e r a l 
m a t e r i a l u n c e r t a i n t i e s d i r e c t l y a f f e c t i n g the r e p o r t i n g company, and 
not to major u n c e r t a i n t i e s a f f e c t i n g a l l business or s o c i e t y . We 
suggest t h i s be made c l e a r e r i n the Commission's f i n a l r e p o r t . 
In our response to the c u r r e n t FASB D i s c u s s i o n Memorandum 
on the Conceptual Framework f o r Accounting and Reporting, we have 
recommended that a means f o r d e p i c t i n g the degree of f a c t u a l i t y 
a p p l i c a b l e to f i n a n c i a l statement measurements and d i s c l o s u r e s be 
developed. There i s a s c a l e ranging from the extremes of 
i n c o n t r o v e r t i b l e f a c t to sheer s p e c u l a t i o n . We think i n f o r m a t i o n 
measurements and d i s c l o s u r e s should be so ordered and d e s c r i b e d that 
the user has an o p p o r t u n i t y to make h i s own q u a l i t a t i v e assessment 
of the f i n a n c i a l statement balances and net income; p r e s e n t l y these 
are, because of d i v e r s i t y of f a c t content, s u b s t a n t i a l l y "hash 
t o t a l s . " And while sheer s p e c u l a t i o n has no p l a c e i n f i n a n c i a l 
statements, a c o n s i d e r a b l e amount of management i n t e r p r e t a t i o n of 
u n c e r t a i n t i e s i s c l e a r l y to be expected. 
The Commission's statement that "no u n c e r t a i n t y f o r which 
d i s c l o s u r e i s r e q u i r e d should be downgraded i n importance" (p. 29) 
i s t h e r e f o r e p r o b l e m a t i c . The user may not be able to d i s t i n g u i s h 
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which u n c e r t a i n t i e s are more s e r i o u s than o t h e r s , unless they are 
r e q u i r e d to be ordered i n a c e r t a i n way, f o r example, by groupings. 
Ranges of p o s s i b l e exposure as d i s c u s s e d i n FASB I n t e r p r e t a t i o n 14 
of FASB Statement No. 5,(3-6) c o u l d be a u s e f u l i n i t i a l step i n 
grouping or sequencing the d i s c l o s u r e s . 
E l i m i n a t i n g "going concern" q u a l i f i c a t i o n s — The 
Commission has recommended that the "going concern" q u a l i f i c a t i o n 
a l s o be e l i m i n a t e d as a requirement f o r the a u d i t o r ' s r e p o r t , as i t 
i s simply an e x t e n s i o n of the " s u b j e c t t o " o p i n i o n . We agree with 
t h i s . L i q u i d a t i o n v a l u a t i o n s are i n conformity with g e n e r a l l y 
accepted accounting standards when l i q u i d a t i o n i s planned or, even 
i f i t i s being r e s i s t e d , when i t i s h i g h l y probable. Planned 
c e s s a t i o n i s not contemplated i n "going concern" q u a l i f i c a t i o n s , 
though i t may o f f e r numerous d i s c l o s a b l e u n c e r t a i n t i e s about 
r e a l i z a b l e v a l u e s . Treading near the b r i n k of d i s a s t e r with no 
agreed upon y a r d s t i c k ( 3 - 7 ) to measure i t s p r o p i n q u i t y i s an immense 
problem, however, f o r both management and the auditor.(3-8) 
The Commission p o i n t s out (p. 30) that " c e r t a i n simple 
f i n a n c i a l r a t i o s " have been shown by research to be b e t t e r than a 
q u a l i f i e d a u d i t o r ' s o p i n i o n on a company's f u t u r e p r o s p e c t s . But 
the Commission makes no recommendation as to whether any such r a t i o s 
should be r e q u i r e d to be p u b l i s h e d , or whether a u d i t i n g procedures 
should n e c e s s a r i l y i n c l u d e the computation of those r a t i o s . We 
b e l i e v e s t a n d a r d i z e d a n a l y t i c a l r a t i o s should be r e q u i r e d i n 
f i n a n c i a l statement p r e s e n t a t i o n s . A working c a p i t a l r a t i o , 
earnings per share and net a s s e t s per share, f o r example, are 
commonplace r a t i o s taken f o r granted. More i s needed.(3-9) The 
a u d i t o r should, of course, be s a t i s f i e d as to r a t i o computation 
accuracy and context of p r e s e n t a t i o n . The a u d i t o r should a l s o 
u t i l i z e those f i n a n c i a l a n a l y s i s techniques which would i n d i c a t e 
long-term as w e l l as c u r r e n t l i q u i d i t y as a means of improving 
p r e d i c t i o n of i n s o l v e n c i e s . ( 3 - 1 0 ) 
In summary, the a u d i t o r should be r e s p o n s i b l e for p r o v i d i n g 
p r o t e c t i o n a g a i n s t " i n f o r m a t i o n r i s k " — that there i s adequate 
d i s c l o s u r e presented by management of the p o t e n t i a l e f f e c t of 
u n c e r t a i n t i e s on the p r o s p e c t i v e earnings and f i n a n c i a l p o s i t i o n of 
the e n t e r p r i s e . He should not have to make the user's assessment of 
when r i s k becomes too r i s k y . 
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Footnotes to S e c t i o n 3 
(3-1) We think the Commission g i v e s an i n c o r r e c t i n f e r e n c e by using 
the H e r z f e l d d e c i s i o n as an example (on p. 27) of an unheeded 
u n c e r t a i n t y q u a l i f i c a t i o n . The Commission's statement i n 
S e c t i o n 1 that c o u r t d e c i s i o n s "...must be c o n s i d e r e d 
c a r e f u l l y because a d e c i s i o n i s u s u a l l y c l o s e l y r e l a t e d to the 
f a c t s of a p a r t i c u l a r case" seems e s p e c i a l l y a p p l i c a b l e here. 
I f the c o u r t had not questioned the substance of the 
t r a n s a c t i o n , we s p e c u l a t e that the o p i n i o n q u a l i f i c a t i o n might 
have been s u s t a i n e d . 
(3-2) See Statement on A u d i t i n g Standards No. 12, " I n q u i r y of a 
C l i e n t ' s Lawyer Concerning L i t i g a t i o n , Claims and Assessments." 
(3-3) I t c o u l d be argued t h a t , s i n c e the a u d i t o r ' s r e p o r t i s viewed 
as a symbol, even the phrasing of the q u a l i f i c a t i o n i s passed 
over l i g h t l y and t h e r e f o r e should not s u b s t i t u t e f o r even an 
i o t a of footnote d i s c l o s u r e by management. The Commission's 
recommendation to e l i m i n a t e q u a l i f i e d o p i n i o n s would focus 
a t t e n t i o n where i t belongs — on management d i s c l o s u r e . 
(3-4) T h i s recommendation would have to be adopted by the F i n a n c i a l 
Accounting Standards Board, who should be requested to 
a c c e l e r a t e c o n s i d e r a t i o n ; otherwise t h i s w i l l come i n a l a t e r 
phase of the Conceptual Framework d e a l i n g with f i n a n c i a l 
statement p r e s e n t a t i o n . 
(3-5) E x i s t i n g p r o f e s s i o n a l pronouncements are a "one way s t r e e t . " 
For example, paragraph 430.03 of SAS No. 1 admonishes th a t 
" V e r b o s i t y should not be mistaken for adequate d i s c l o s u r e . " 
The paragraph goes on, however, to d e a l with r e q u i r e d 
d i s c l o s u r e , and says nothing of g r a t u i t o u s m a t e r i a l . 
Likewise, Statement of F i n a n c i a l Accounting Standards No. 5 
p r e s c r i b e s d i s c l o s u r e of m a t e r i a l u n c e r t a i n t i e s but avoids 
p r o s c r i b i n g of c l u t t e r . Many times the genuine l i m i t i n g 
f a c t o r i s the amount of annual r e p o r t space a l l o t t e d to the 
f i n a n c i a l statements. 
(3-6) FASB I n t e r p r e t a t i o n No. 14, "Reasonable E s t i m a t i o n of the 
Amount of a Loss," September, 1976. 
(3-7) The SEC's ASR 115 precludes s e c u r i t i e s r e g i s t r a t i o n where there 
i s an imminent t h r e a t of l i q u i d a t i o n . T h i s c o n d i t i o n i s not 
d e f i n e d , but we (and others) have adopted "one year" as the 
minimum p e r i o d of imminence during which adequate f i n a n c i n g 
must be reasonably p r e d i c t a b l e . As with most p r o p r i e t a r y 
standards, we are o f t e n c h a l l e n g e d about i t s a r b i t r a r i n e s s and 
enforcement without "due p r o c e s s . " 
3.4 
(3-8) Statement on A u d i t i n g Standards No. 2, paragraph 25, i s an 
i n d i c a t o r of a u d i t o r s c h i z o p h r e n i a . I t says ( i n p a r t ) : 
"In cases i n v o l v i n g u n c e r t a i n t i e s , the a u d i t o r should be 
able to form an o p i n i o n whether the f i n a n c i a l statement 
items a f f e c t e d have been s t a t e d i n conformity with 
g e n e r a l l y accepted accounting p r i n c i p l e s i n a l l r e s p e c t s 
other than those contingent on the outcome of the 
u n c e r t a i n t i e s . I f he i s s a t i s f i e d t hat they have been so 
s t a t e d , he may a p p r o p r i a t e l y express an o p i n i o n q u a l i f i e d 
by reason of the u n c e r t a i n t i e s . " 
But footnote 8 (perhaps an i n s e r t f o r garnering s u f f i c i e n t 
votes) says: 
"The Committee b e l i e v e s that the e x p l a n a t i o n of the 
u n c e r t a i n t i e s and the q u a l i f i c a t i o n of the a u d i t o r ' s 
o p i n i o n contemplated by t h i s Statement should serve 
adequately to inform the users of the f i n a n c i a l 
statements. Nothing i n t h i s Statement, however, i s 
intended to preclude an a u d i t o r from d e c l i n i n g to express 
an o p i n i o n i n cases i n v o l v i n g u n c e r t a i n t i e s . I f he 
d i s c l a i m s an o p i n i o n , the u n c e r t a i n t i e s and t h e i r p o s s i b l e 
e f f e c t s on the f i n a n c i a l statements should be d i s c l o s e d i n 
an a p p r o p r i a t e manner, and the a u d i t o r ' s r e p o r t should g i v e 
a l l the s u b s t a n t i v e reasons fo r h i s d i s c l a i m e r of o p i n i o n . " 
(3-9) Industry groups and r a t i n g s e r v i c e s already p u b l i s h a wide 
v a r i e t y of r a t i o s to a s s i s t i n comparisons among companies. 
Agreement on which are most u s e f u l i n g e n e r a l purpose 
f i n a n c i a l statements i s needed. Auditor a s s o c i a t i o n would 
enhance t h e i r c r e d i b i l i t y and i n d i r e c t l y improve the 
intercompany comparisons. 
(3-10) Two examples of l i q u i d i t y p r e d i c t o r s i n a u d i t use today i n our 
f i r m ' s "FINALY" ( F i n a n c i a l A n a l y s i s ) time shar i n g program are: 
- "A Gambler's Ruin as P r e d i c t o r of Business F a i l u r e Using 
Accounting Data" (J.W. Wilcox i n Sloan Management Review, 
Spring 1971) 
- "A D i s c r i m i n a t e A n a l y s i s f o r P r e d i c t i n g Bankruptcy" (Edward 
Altman and Thomas P. McGough i n J o u r n a l of Accountancy, 
December 1974, pp. 50-57). 
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SECTION 4 
CLARIFYING RESPONSIBILITY FOR THE DETECTION OF FRAUD 
The Commission's T e n t a t i v e Conclusions 
- The a u d i t o r "has a duty to search f o r fraud and should be 
expected to d e t e c t those frauds that the e x e r c i s e of 
p r o f e s s i o n a l s k i l l and care would normally uncover." 
- A u d i t o r s should " e s t a b l i s h an e f f e c t i v e c l i e n t 
i n v e s t i g a t i o n program." 
- A u d i t o r s should "take immediate steps i f evidence shows 
that management i s untrustworthy." 
- A u d i t o r s should "observe c o n d i t i o n s suggesting 
p r e d i s p o s i t i o n to management f r a u d s . " 
- A u d i t o r s should "maintain an understanding of a c l i e n t ' s 
business and i n d u s t r y . " 
- A u d i t o r s should "extend the study and e v a l u a t i o n of 
i n t e r n a l c o n t r o l . " 
- The AICPA should "develop and disseminate i n f o r m a t i o n on 
frauds and methods of d e t e c t i n g f r a u d . " 
- The AICPA and a u d i t o r s should "be aware of p o s s i b l e 
d e f i c i e n c i e s i n i n d i v i d u a l a u d i t techniques and s t e p s . " 
- A u d i t o r s and c l i e n t s should "understand the l i m i t a t i o n s of 
incomplete a u d i t s . " 
The E x p e c t a t i o n s of Users 
The Commission notes (p. 31): "In the l a s t ten yea r s , a 
number of major frauds that independent a u d i t o r s f a i l e d to d e t e c t 
have focused unfavorable a t t e n t i o n on t h i s aspect of the a u d i t 
function."(4-1) The Report a l s o d i s t i n g u i s h e s between management 
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f r a u d and non-management fr a u d but does not seem to d i r e c t l y 
addressess another way of c l a s s i f y i n g fraud — d e f a l c a t i o n s , or 
those acts committed by employees as w e l l as management to convert 
cash or other a s s e t s d i r e c t l y to t h e i r own b e n e f i t (which a c t s 
should be guarded a g a i n s t by the system of i n t e r n a l c o n t r o l s ) , and 
a c t s committed by management designed to misrepresent the company's 
f i n a n c i a l p o s i t i o n and r e s u l t s of o p e r a t i o n s i n the f i n a n c i a l 
statements, most o f t e n intended to produce i n d i r e c t b e n e f i t to the 
p e r p e t r a t o r s . T h i s d i s t i n c t i o n i s very s i g n i f i c a n t ; m i s r e p r e s e n t a -
t i o n s are much more d i f f i c u l t to deter and d e t e c t through the 
o p e r a t i o n of i n t e r n a l c o n t r o l systems, as so much i s dependent on 
management's i n t e n t i o n and v e r a c i t y . The i m p l i c a t i o n s become 
s i g n i f i c a n t when a s s e s s i n g the nature of assurance t r u l y to be 
provided by an a u d i t o r ' s a t t e s t a t i o n concerning i n t e r n a l c o n t r o l 
weaknesses and e f f i c a c y of i l l e g a l act c o n t r o l s (both d i s c u s s e d 
l a t e r h e r e i n ) . 
Fraud of any type r e p r e s e n t s a l o s s to the shareholders of 
a company and to the extent c o n t r o l s reduce the l o s s e s from fraud by 
an amount exceeding t h e i r c o s t , such c o n t r o l measures should be 
implemented. C l e a r l y , the independent a u d i t i s a p o t e n t i a l l y 
e f f e c t i v e c o n t r o l mechanism concerning f r a u d . 
Touche Ross b e l i e v e s f r a u d d e t e c t i o n i s an extremely 
important subject.(4-2) Both users and a u d i t o r s are confused about 
i t and c l a r i f i c a t i o n i s necessary. However, as e x p l a i n e d below, we 
b e l i e v e the p o s i t i o n the Commission has presented needs f u r t h e r 
study. 
The Commission's Suggested E x p l a n a t i o n of the A u d i t o r ' s  
R e s p o n s i b i l i t y f o r the D e t e c t i o n of Frauds 
"A duty to search f o r f r a u d " — The Commission s t a t e s 
(p. 36) that the a u d i t o r has a duty to search f o r fraud (with which 
we agree) and he should be expected to d e t e c t those frauds that the 
e x e r c i s e of p r o f e s s i o n a l s k i l l and care would normally uncover. 
T h i s s p e c i f i c a t i o n says nothing of m a t e r i a l i t y although i t f o l l o w s a 
statement about the need to design a u d i t s to p r o v i d e reasonable 
assurance(4-3) t h a t the f i n a n c i a l statements are not a f f e c t e d by 
m a t e r i a l f r a u d . 
We b e l i e v e the Commission should be unequivocal i n 
d e l i m i t i n g the a u d i t o r ' s reasonable assurance to the d e t e c t i o n of 
frauds which would have a m a t e r i a l e f f e c t on the f i n a n c i a l 
statements. Otherwise, minor p e c u l a t i o n s c o u l d be a s s e r t e d to f a l l 
w i t h i n the a u d i t o r ' s scope, which he would have to extend to be sure 
he found them. In essence, the a p p l i c a t i o n of "normal p r o f e s s i o n a l 
s k i l l and c a r e " would continue to mean whatever the c o u r t s 
a d j u d i c a t e i t to mean. 
The Commission might have meant a m a t e r i a l i t y m o d i f i e r i n 
i t s suggested requirement, as "normal s k i l l and c a r e " could be 
argued to i n c l u d e i t . But we f e e l i t was omitted i n t e n t i o n a l l y 
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because of the Commission's recommendations on studying c o n t r o l s 
(see p. 4-7 h e r e i n ) . Because of the importance of m a t e r i a l i t y as a 
parameter f o r the a u d i t o r ' s r e s p o n s i b i l i t y to search f o r f r a u d , we 
o f f e r the f o l l o w i n g comments and recommend t h e i r a s s i m i l a t i o n i n t o 
the Commission's f i n a l r e p o r t : 
• M a t e r i a l i t y — The d e s i g n a t i o n of " m a t e r i a l i t y " as a 
c r i t e r i o n f o r r e s p o n s i b i l i t y i s e s s e n t i a l to a v o i d 
c o n f u s i o n . F u r t h e r , t h i s r e q u i r e s that users (and 
a u d i t o r s ) must know what " m a t e r i a l " means. The Commission 
re c o g n i z e s (footnote 12, S e c t i o n 2) the importance of the 
FASB completing i t s study on m a t e r i a l i t y ; t h i s cannot be 
overemphasized. However, the FASB's e f f o r t d e a l s with 
m a t e r i a l i t y from an accounting view (that an amount i s 
m a t e r i a l to the f i n a n c i a l statements). The Commission 
should a l s o d i s c u s s m a t e r i a l i t y from an a u d i t i n g view as i t 
i s e q u a l l y important and may not be r e c e i v i n g adequate 
c o n s i d e r a t i o n . A u d i t i n g m a t e r i a l i t y r e l a t e s to the extent 
of t e s t s c o n s i d e r e d necessary by a u d i t o r s to o b t a i n 
reasonable assurance that m a t e r i a l e r r o r s or i r r e g u l a r i t i e s 
do not e x i s t . T h i s aspect of m a t e r i a l i t y has a d i r e c t 
e f f e c t , f o r example, on the number of items examined i n 
v a r i o u s t e s t s . 
. M a t e r i a l Fraud — The independent a u d i t o r ' s program of 
examination should be designed and executed to p r o v i d e 
reasonable assurance t h a t f r a u d ( r e g a r d l e s s of whether 
committed by management or non-management employees) having 
a m a t e r i a l e f f e c t on the f i n a n c i a l statements does not 
e x i s t or has been d e t e c t e d . 
The a u d i t o r ' s e f f o r t s would i n c l u d e a review and e v a l u a t i o n 
of i n t e r n a l c o n t r o l s to i s o l a t e areas where m a t e r i a l f r a u d 
i s a p o s s i b i l i t y , and the performance of s u b s t a n t i v e t e s t s 
of balances and t r a n s a c t i o n s which would provide a 
reasonable p r o b a b i l i t y of uncovering m a t e r i a l e f f e c t s i f 
they e x i s t . 
. Non-Material Fraud — Fraud which i s not m a t e r i a l i s not 
d e s i r a b l e from any p o i n t of view. However, s i n c e i t s 
e x i s t e n c e should not cause l o s s e s from r e l i a n c e on the 
f i n a n c i a l statements, i t s consequences are s i g n i f i c a n t l y 
d i f f e r e n t than those of m a t e r i a l f r a u d . Touche Ross 
b e l i e v e s t h a t an approach which r a i s e s the l e v e l of a u d i t 
e f f o r t on a l l a u d i t s to a p o i n t which would a s c e r t a i n the 
e x i s t e n c e of non-material f r a u d , i s i n a p p r o p r i a t e . 
However, i f the d i r e c t o r s and management b e l i e v e a d d i t i o n a l 
e f f o r t by independent a u d i t o r s to be a c o s t - b e n e f i c i a l 
approach to c o n t r o l l i n g non-material f r a u d , they should be 
engaged — apart from the r e g u l a r a u d i t — f o r such purpose. 
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. L i m i t a t i o n on D i s c o v e r y — In those cases where the 
a u d i t o r ' s t e s t s u t i l i z e a p p r o p r i a t e a v a i l a b l e procedures, 
are a p p l i e d to a reasonable number of items where samples 
are used, and are c a r r i e d out d i l i g e n t l y and thoroughly, 
h i s r e s p o n s i b i l i t i e s should be c o n s i d e r e d f u l f i l l e d . 
N e v e r t h e l e s s , f a i l u r e to d e t e c t m a t e r i a l f r a u d i n these 
circumstances c o u l d occur (1) because a u d i t evidence i s 
e f f e c t i v e l y a l t e r e d or suppressed, e.g., through f o r g e r y or 
c o l l u s i o n , so t h a t no reasonable a u d i t procedures c o u l d 
expose the f r a u d , or (2) because the use of sampling caused 
the necessary evidence not to have been s e l e c t e d . 
As to f o r g e r y , the a u d i t o r does not p r e s e n t l y have, and 
should not be expected to have i n the f u t u r e , an o b l i g a t i o n 
to v e r i f y the a u t h e n t i c i t y of documents i n the absence of 
j u s t i f i e d s u s p i c i o n s . And s k i l l f u l c o l l u s i o n w i l l not be 
d e t e c t e d by the use of procedures now used or to become 
a v a i l a b l e to a u d i t o r s . (4-4) 
Sampling r i s k ( i . e . , not s e l e c t i n g the f a u l t y items f o r 
examination) i s attendant to c o s t - e f f e c t i v e a u d i t i n g , 
e s p e c i a l l y when viewed f o r s o c i e t y as a whole. The proper 
a p p l i c a t i o n of s t a t i s t i c a l sampling should be allowed as an 
e f f e c t i v e defense; but the a u d i t o r must s t i l l answer f o r 
the a p p r o p r i a t e n e s s of h i s pre-sampling assessment of the 
degree of e r r o r or f r a u d p o s s i b i l i t i e s . ( 4 - 5 ) 
Recommendations on a Standard of Care f o r Fraud D e t e c t i o n 
" E f f e c t i v e c l i e n t i n v e s t i g a t i o n program" — The Commission 
s t a t e s (on p. 37): "A s y s t e m a t i c approach to i n v e s t i g a t i n g a 
p r o s p e c t i v e c l i e n t before a c c e p t i n g a new engagement, and a p e r i o d i c 
review of c o n t i n u i n g engagements are e s s e n t i a l t o o l s of independent 
a u d i t o r s . We support the view expressed i n SAS No. 4, " Q u a l i t y 
C o n t r o l C o n s i d e r a t i o n s f o r a Firm of Independent A u d i t o r s , " t h a t an 
a u d i t o r has no duty other than to h i m s e l f with r e s p e c t to the 
acceptance, r e j e c t i o n or r e t e n t i o n of c l i e n t s . We b e l i e v e we have 
been among the f i r s t t o f o r m a l l y adopt d e t a i l e d standards and 
requirements f o r the s c r e e n i n g of new c l i e n t s as w e l l as f o r 
reassessment of e x i s t i n g c l i e n t s . Of course, our p o l i c i e s come down 
to the same c o n c l u s i o n as the Commission does: should the a u d i t o r 
have good reason to doubt the i n t e g r i t y of a p r o s p e c t i v e c l i e n t ' s 
management, he should d e c l i n e the engagement. There are d i f f i c u l t 
d e c i s i o n s to be made, and t h e r e f o r e some l a t i t u d e i n judgment must 
be expected. 
There i s another s c h o o l of thought that holds that "almost 
anything" i s a u d i t a b l e i n t h a t the a u d i t o r may employ a l l the 
procedures he deems a p p r o p r i a t e , and i f he f i n d s that there are 
needed procedures he cannot employ (e.g., because of an i n a b i l i t y 
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to s a t i s f y h i m s e l f about management's i n t e n t i o n s or about 
completeness of i n f o r m a t i o n ) , he always has the v e h i c l e of h i s 
r e p o r t to make those scope l i m i t a t i o n s known. 
The proper approach has to l i e somewhere i n between — a 
reasonable l a t i t u d e f o r the a u d i t o r to accept new c l i e n t s , along 
with an e x p e c t a t i o n t h a t e x t r a o r d i n a r y a u d i t procedures may 
sometimes be preplanned f o r a new c l i e n t . 
We b e l i e v e t h a t the A u d i t i n g Standards Board should 
a r t i c u l a t e c r i t e r i a f o r new c l i e n t acceptance.(4-6) I f , i n f a c t , 
such standards c o u l d be c h a l l e n g e d because of d i s c r i m i n a t i o n , i t 
would be b e t t e r to know t h a t r a t h e r than to have each i n d i v i d u a l 
a u d i t o r s e t h i s own r u l e s on s e n s i t i v e i s s u e s . N a t u r a l l y , each 
a u d i t f i r m would have to employ d e t a i l e d approaches c o n s i s t e n t with 
i t s own i n t e r n a l o p e r a t i n g p h i l o s o p h i e s . For example, i t may be 
a p p r o p r i a t e to r e j e c t a p r o s p e c t i v e c l i e n t not because of any reason 
r e l a t i v e to the c l i e n t , but because the a u d i t f i r m does not have 
e x p e r t i s e i n the c l i e n t ' s s p e c i a l i z e d i n d u s t r y , and i t would not be 
economical to devote the time and expense necessary to o b t a i n i n g a 
proper l e v e l of e x p e r t i s e . 
P r i o r to the advent of SAS No. 4, l i t t l e a t t e n t i o n was 
g i v e n to the need f o r the a u d i t o r to f o r m a l l y address the q u e s t i o n 
of c l i e n t r e t e n t i o n . We have had such a concept i n p r a c t i c e f o r 
many y e a r s , but o n l y invoked i t when something oc c u r r e d to r a i s e a 
q u e s t i o n about the continued r e l a t i o n s h i p with a c l i e n t . However, 
i n 1975, we adopted, on an experimental b a s i s , an annual review by 
engagement management under the t i t l e of " C l i e n t P r o f i l e and A u d i t 
Scope" (CPAS form). We r e q u i r e t h a t t h i s p r o f i l e be completed f o r 
every p u b l i c l y - h e l d c l i e n t and i t i s o p t i o n a l l y a p p l i e d to o t h e r s . 
T h i s form r e p r e s e n t s a d e t a i l e d review of c l i e n t c h a r a c t e r i s t i c s f o r 
purposes of a s s e s s i n g r e t e n t i o n and a s s i s t i n g i n the annual 
c h a l l e n g e of the scope of the engagement. 
Our p r o f i l e gathers i n f o r m a t i o n with r e s p e c t to nature of 
the b u s i n e s s , the assigned engagement p e r s o n n e l , and summary 
f i n a n c i a l data of the c l i e n t . Background on the c l i e n t i s i n c l u d e d 
which i n d i c a t e s the key management p e r s o n n e l , reasons for changes i n 
management pe r s o n n e l , p r o f i l e of the board of d i r e c t o r s , and 
i d e n t i t y of i n d i v i d u a l s with whom the c l i e n t i s a s s o c i a t e d . The 
engagement partner must hi m s e l f complete c e r t a i n s e c t i o n s of the 
form and make an o v e r a l l e v a l u a t i o n of the p r o p r i e t y of r e t a i n i n g 
the c l i e n t . 
P u b l i c accounting f i r m s render a q u a l i t y s e r v i c e to s o c i e t y 
and to t h e i r c l i e n t s , and should be d e d i c a t e d to r e t a i n i n g the value 
of t h e i r f i r m names i n the business community and with the g e n e r a l 
p u b l i c . We b e l i e v e t h a t every a u d i t i n g f i r m must develop e f f e c t i v e 
new c l i e n t i n v e s t i g a t i o n and c l i e n t r e t e n t i o n procedures to ensure 
t h a t the s e r v i c e s of the p r o f e s s i o n are rendered to c l i e n t s with 
i n t e g r i t y and c r e d i b i l i t y . 
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We are now i n the process of i n c o r p o r a t i n g the experimental 
CPAS form i n t o the r e g u l a r a u d i t i n g standards of our f i r m . We think 
our experiment was s u c c e s s f u l , as i t d i d i d e n t i f y a few s i t u a t i o n s 
r e q u i r i n g c l o s e s c r u t i n y . But most important, i t gave us the 
assurance t h a t our a u d i t scope was p r o p e r l y t a i l o r e d to p a r t i c u l a r 
c l i e n t a t t r i b u t e s . 
"Untrustworthy management..." — The Report of T e n t a t i v e  
C o n c l u s i o n s s t a t e s (p. 38): "Doubts about management i n t e g r i t y 
cannot be ' s a t i s f a c t o r i l y r e s o l v e d ' merely by the e x t e n s i o n of 
normal a u d i t t e s t s . " And, "...the a u d i t o r should c o n s i d e r 
abandoning h i s attempt to a u d i t ; that i s , he should c o n s i d e r 
r e s i g n a t i o n or other a p p r o p r i a t e responses." The Commission goes on 
to s t a t e t h a t the o n l y way a r e s o l u t i o n of doubts can occur, i s f o r 
the a u d i t o r to s a t i s f y h i m s e l f that the doubts were unfounded. I t 
seems u n r e a l i s t i c to s t a t e t h i s so c a t e g o r i c a l l y : "doubts" should 
not be d e a l t with as i f they were always f a c t s to be proved or 
d i s p r o v e d . 
While we would agree t h a t a r e s o l v e d doubt i s one t h a t i s 
unfounded, there should a l s o be room to a d j u s t a u d i t scope r e l a t i v e 
t o " l e s s - s t r o n g l y - h e l d " doubts — not as a means of proving there 
was no substance to the doubts — but simply to assure by 
a p p r o p r i a t e a u d i t procedures t h a t whatever the p o s s i b l e i n i m i c a l 
e f f e c t of the doubt on proper f i n a n c i a l r e p o r t i n g could be, i t i s 
not l i k e l y to occur. As an example, a doubt about a c l i e n t ' s 
r e p r e s e n t a t i o n of no " r e l a t i o n s h i p " with a major customer may not be 
d i s p r o v a b l e , but the a u d i t o r can e s t a b l i s h many procedures to a u d i t 
f o r t h i s f a c t o r . ( 4 - 7 ) 
" P r e d i s p o s i t i o n to management f r a u d s " — The Commission 
recommends (on p. 38): "In p l a n n i n g and conducting h i s examination, 
the a u d i t o r should take i n t o account unusual circumstances or 
r e l a t i o n s h i p s that may p r e d i s p o s e management to commit f r a u d s . " As 
t h i s recommendation seems a l r e a d y c a l l e d f o r by SAS Nos. 6 and 16, 
we t h i n k that should be acknowledged i n the Commission's f i n a l 
r e p o r t . I f an e x t e n s i o n of e x i s t i n g standards i s contemplated, t h a t 
should be made c l e a r and the standards should be e x p l i c a t e d . 
"Understanding of a c l i e n t ' s business and i n d u s t r y " — We 
agree t h a t a p r e r e q u i s i t e f o r performing a s a t i s f a c t o r y a u d i t i s a 
knowledge of the c l i e n t ' s business and p e c u l i a r i t i e s of the 
i n d u s t r i e s i n which i t operates. T h i s Commission recommendation i s 
w i t h i n the s u b s e c t i o n "...on a Standard of Care f o r Fraud 
D e t e c t i o n , " but i t i s not c l e a r what s p e c i a l knowledge of i n d u s t r y 
p r a c t i c e s s p e c i f i c a l l y c o n t r i b u t e s to f r a u d d e t e c t i o n . 
4.6 
W i t h i n i n d u s t r y groups, there are wide d i f f e r e n c e s from 
company to company and these are as important to understand as 
" i n d u s t r y p e c u l i a r i t i e s " i n performing a l l phases of a s a t i s f a c t o r y 
a u d i t . For example, many companies may have business segments i n 
more than one industry.(4-8) 
A g r e a t e r depth of knowledge of i n d u s t r y p e c u l i a r i t i e s i s 
probably needed i n a u d i t i n g o v e r a l l , and not o n l y f o r fraud 
d e t e c t i o n . A c c o r d i n g l y , we b e l i e v e t h a t the focus should be on 
r e q u i r i n g the a u d i t o r to understand the economic f a c t o r s u n d e r l y i n g 
the p a r t i c u l a r b u s i n e s s , given the products and s e r v i c e s i t p r o v i d e s 
and the markets i n which i t o p e r a t e s . Sharing i n d u s t r y 
c h a r a c t e r i s t i c s with many other independent e n t i t i e s may simply 
f a c i l i t a t e the p r e v i o u s l y experienced a u d i t o r ' s understanding of the 
b u s i n e s s . 
O v e r a l l , the Commission's recommendation as an o b j e c t i v e i n 
every a u d i t makes sense. To make i t more h e l p f u l and to p l a c e i t i n 
the proper p e r s p e c t i v e , we suggest the l a s t paragraph(4-9) of t h i s 
s u b s e c t i o n be r e w r i t t e n to de-emphasize the i n d u s t r y s l a n t , as 
f o l l o w s : 
Knowledge of s u b s t a n t i a l f i n a n c i a l or b u s i n e s s - r e l a t e d 
r i s k s d e l i b e r a t e l y or u n w i t t i n g l y accepted by the company 
under examination i s important to the a u d i t o r . Such r i s k s 
can represent i n s t a b i l i t y i n the company's f i n a n c i a l 
p o s i t i o n . Thus, r e l a t e d a u d i t areas may be more s e n s i t i v e 
and r e q u i r e extended procedures to p r o p e r l y e v a l u a t e them; 
and there may be s i g n i f i c a n t u n c e r t a i n t i e s r e q u i r i n g 
d i s c l o s u r e . 
Though a l l of the steps r e q u i r e d to understand the 
company's business i n the conduct of a s a t i s f a c t o r y a u d i t 
are a l s o necessary i n determining s u b s t a n t i a l f i n a n c i a l or 
b u s i n e s s - r e l a t e d r i s k s , the Commission b e l i e v e s a d d i t i o n a l 
steps are r e q u i r e d as w e l l . P r e s e n t l y , the p r o f e s s i o n has 
not, to any s i g n i f i c a n t e x tent, d e f i n e d such r i s k s and 
a p p r o p r i a t e methods of r e v e a l i n g them. D e f i n i t i o n should 
be undertaken on a formal b a s i s as soon as p o s s i b l e and 
i n c o r p o r a t e d i n g e n e r a l l y accepted a u d i t i n g standards. 
"Extend the study and e v a l u a t i o n of i n t e r n a l c o n t r o l " — 
The Commission s t a t e s (p. 39) t h a t : "The a u d i t o r should be 
concerned with a l l c o n t r o l s that have a s i g n i f i c a n t bearing on the 
p r e v e n t i o n and d e t e c t i o n of f r a u d . " Because f r a u d i s f l u i d , there 
i s no way to c r e a t e the " u l t i m a t e " p r e v e n t i o n c o n t r o l s p a r t i c u l a r l y 
i f c o l l u s i o n i s i n v o l v e d . The present requirement that the a u d i t o r 
study e x i s t i n g systems of i n t e r n a l c o n t r o l to determine the extent 
of r e l i a n c e thereon i n the s e t t i n g of a u d i t scope i s , i n our 
o p i n i o n , the proper standard which should not be d i s t u r b e d . SAS No. 
16, which r e q u i r e s that an a u d i t be planned and c a r r i e d out i n such 
a way as to p r o v i d e reasonable assurance that f i n a n c i a l statements 
are not m a t e r i a l l y a f f e c t e d by e r r o r s or i r r e g u l a r i t i e s , does not 
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s p e c i f y a s i n g l e approach. We t h i n k t h a t the a u d i t o r should not 
assume r e s p o n s i b i l i t y f o r a l l systems, when there can be no 
assurance t h a t " p e r f e c t i o n " i n those systems w i l l prevent m a t e r i a l 
f r a u d . 
I t i s an i n c o r r e c t assumption, i f made by the Commission, 
tha t the a u d i t o r a l r e a d y s t u d i e s and e v a l u a t e s " a l l c o n t r o l s , at 
l e a s t i n p u b l i c l y - h e l d companies, th a t have a s i g n i f i c a n t b e a r i n g on 
the p r e v e n t i o n and d e t e c t i o n of f r a u d . " He w i l l study a d e s c r i p t i o n 
of c o n t r o l s i n areas having the p o t e n t i a l to m a t e r i a l l y a f f e c t the 
f i n a n c i a l statements, but he w i l l not n e c e s s a r i l y perform t e s t s of 
compliance (we t h i n k t h i s i s what the Commission means by 
" e v a l u a t i o n " ) i n a l l those areas. Often he w i l l choose a mostly 
s u b s t a n t i v e (year-end v e r i f i c a t i o n ) approach. 
The Commission may be recommending a s u b s t a n t i a l a d d i t i o n 
to the c o s t of a u d i t i n g without commensurate b e n e f i t , as w e l l as 
suggesting to those who r e l y on a u d i t o r s ' s e r v i c e s that a 
s u b s t a n t i a l l y g r e a t e r p r o t e c t i o n w i l l be given a g a i n s t m a t e r i a l 
f r a u d . We b e l i e v e the present standards are adequate, and we urge 
the Commission to r e c o n s i d e r t h i s recommendation. 
"Disseminate i n f o r m a t i o n on f r a u d s " — We wholeheartedly 
agree, s u b j e c t to p r o t e c t i n g the r i g h t s of those who may be accused 
but not adjudged g u i l t y , t h a t "methods and procedures should be 
adopted f o r p u b l i c accounting f i r m s to exchange i n f o r m a t i o n on 
developments i n the p e r p e t r a t i o n and d e t e c t i o n of f r a u d . The AICPA 
should e s t a b l i s h means f o r r e g u l a r d i s s e m i n a t i o n of that type of 
i n f o r m a t i o n . " 
A wider d i s t r i b u t i o n of the p e r p e t r a t i o n d e t a i l s i n 
p r e v i o u s m a t e r i a l frauds w i l l , at l e a s t , c o n f i n e other p o t e n t i a l 
p e r p e t r a t o r s i n t o narrower, u n t r i e d avenues; and such p u b l i c i t y by 
i t s e l f might make new fraud o p p o r t u n i t i e s more e a s i l y d e t e c t a b l e . 
The r e p o r t on E q u i t y Funding i s a good example of the kind 
of a n a l y s i s suggested by the Commission. However, c o n s i d e r a b l e 
e f f o r t was r e q u i r e d to produce t h a t r e p o r t , and i f t h i s l e v e l of 
e f f o r t i s needed every time fraud i n f o r m a t i o n i s to be disseminated, 
knowledgeable p r a c t i t i o n e r s w i l l have i n s u f f i c i e n t time to 
c o n t r i b u t e . T h e r e f o r e , perhaps the method to be used should be more 
f a c t u a l and mechanical, than e v a l u a t i v e . E v a l u a t i o n s should be l e f t 
to the c o u r t s . 
We b e l i e v e the AICPA i s the a p p r o p r i a t e v e h i c l e f o r the 
d i s s e m i n a t i o n of t h i s m a t e r i a l . A standing, committee c o u l d be 
charged with r e s p o n s i b i l i t y f o r t h i s f u n c t i o n , although i t c o u l d 
j u s t as e a s i l y be made a p a r t of the A u d i t i n g Standards Board, such 
as a subcommittee t h e r e o f . In t h i s manner, the p o s s i b l e need f o r 
improvements i n a u d i t i n g standards c o u l d be more t i m e l y observed. 
" E f f e c t i v e n e s s of c o n v e n t i o n a l a u d i t i n g techniques" — The 
Commission asks (p. 40) t h a t "constant a t t e n t i o n should be g i v e n 
...to the e f f e c t i v e n e s s of c o n v e n t i o n a l a u d i t i n g techniques and to 
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the development of new ones." T h i s i s an a p p r o p r i a t e recommendation 
and should probably be repeated i n (or moved to) S e c t i o n 10.(4-10) 
Most of the r e s e a r c h e f f o r t s have been r e l a t e d to f i n a n c i a l 
accounting and r e p o r t i n g i n recent years with l i t t l e r e s e a r c h and 
guidance on a u d i t i n g methods. 
" L i m i t a t i o n s of incomplete a u d i t s " — I t i s e x c e e d i n g l y 
important t h a t a c l i e n t understand the l i m i t a t i o n s on an a u d i t o r ' s 
engagement whether i t be a normal a u d i t engagement or one of the 
seemingly l i m i t l e s s s p e c i a l engagements f o r i n t e r n a l purposes. The 
g r e a t e s t d i f f i c u l t y a u d i t o r s have i s communicating the extent of 
t h e i r r e s p o n s i b i l i t y , and t h i s i s e s p e c i a l l y e v i d e n t i n areas where 
the a u d i t o r s are or may be i n a p o s i t i o n to i s s u e a r e p o r t other 
than the standard a u d i t r e p o r t f o r g e n e r a l p u b l i c use (for example, 
r e p o r t s on i n t e r n a l c o n t r o l and on l i m i t e d reviews of i n t e r i m 
f i n a n c i a l i n f o r m a t i o n ) . To assure a minimum of misunderstanding, 
l i m i t a t i o n s should be r e q u i r e d to be s t a t e d i n the a u d i t o r ' s formal 
r e p o r t . 
The Commission's acknowledgement (on p. 40) t h a t there are 
" i n h e r e n t l i m i t a t i o n s " i n "undertaking s p e c i a l engagements that 
c o n t a i n an element of f r a u d d e t e c t i o n " does not r e s o l v e the 
fundamental problem of a l a c k of s p e c i f i c i t y as to what the a u d i t o r 
ought to accomplish by the employment of a given procedure. 
Although f i n a l i t y can never be achieved i n these matters, a g r e a t 
d e a l more a t t e n t i o n needs to be p a i d to p r o c e d u r a l "cause and 
e f f e c t " r e l a t i o n s h i p s . Most a u d i t o r s w i l l d e v i s e v a l i d procedures 
i f the o b j e c t i v e i s a t t a i n a b l e and c l e a r l y s t a t e d . Having done 
t h a t , the a u d i t o r should not have immense d i f f i c u l t y i n 
communicating (even i f l e n g t h i l y ) such i n f o r m a t i o n to a 
knowledgeable user of h i s r e p o r t . 
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Footnotes to S e c t i o n 4 
(4-1) An abundance of t h i s "unfavorable a t t e n t i o n " i s found i n the 
M e t c a l f S t a f f Study. Our f i r m ' s views on fraud d e t e c t i o n , i n 
response to the S t a f f Study, are contained i n Appendix A, 
page 1. 
(4-2) We are c e r t a i n l y aware of the g r a v i t y of management f r a u d , as 
we have s u f f e r e d the U.S. F i n a n c i a l fraud (ASR 153) and have 
implemented (see page 11.6 h e r e i n , concerning " d e f e n s i v e 
a u d i t i n g " ) c o n s i d e r a b l e procedures aimed at p r e v e n t i n g a 
r e c u r r e n c e . 
The Commission mentions ASR 153 on pages 32 and 33. On page 
32 the SEC homily i n ASR 19 (1940) on McKesson & Robbins, 
Inc. i s i d e n t i f i e d as " r e i t e r a t e d i n 1974 i n e x a c t l y the same 
terms i n ASR No. 153." I t was not r e i t e r a t e d , but was c i t e d , 
i n ASR 153. In any event the comparison seems i n a p p r o p r i a t e 
i n the context of the Commission's Report. I t i s our 
p o s i t i o n t h a t the d e c e p t i o n s i n U.S. F i n a n c i a l were f a r more 
complex than those i n v o l v e d i n McKesson & Robbins, although 
r e l a t i v e to the s t a t e of the a u d i t i n g a r t at each of the 
r e s p e c t i v e dates we would agree t h a t the d e t e c t i o n was beyond 
what was expected of and normally p r a c t i c e d by a u d i t o r s u n t i l 
i n each i n s t a n c e spoken on by the SEC. And on page 33, the 
Commission i n d i c a t e s t h a t t r a n s a c t i o n s between U.S. F i n a n c i a l 
and r e l a t e d p a r t i e s , with management not adequately 
d i s c l o s i n g the nature of the r e l a t e d p a r t i e s or t h e i r 
e x i s t e n c e , gave the appearance of income r e a l i z a t i o n when i n 
f a c t i t d i d not occur. The inadequate d i s c l o s u r e should have 
been emphasized as v i c t i m i z i n g both the f i n a n c i a l statement 
users as w e l l as the a u d i t o r s . We m a i n t a i n , and ASR No. 153 
agreed, t h a t c o n s i d e r a b l e i n f o r m a t i o n was w i t h h e l d from us, 
and t h e r e f o r e i t c o u l d not be "adequately d i s c l o s e d " i n the 
f i n a n c i a l statements, much l e s s employed by us i n the 
e v a l u a t i o n of the a p p r o p r i a t e n e s s of accounting p r i n c i p l e s 
a p p l i e d . 
A f u r t h e r f e a t u r e i n the U.S. F i n a n c i a l case was the 
i n a b i l i t y of e x i s t i n g accounting p r i n c i p l e s to f i t the "new 
k i n d s " of t r a n s a c t i o n s developed by U.S. F i n a n c i a l . A u d i t o r s 
s t i l l f ace t h i s problem i n other areas c u r r e n t l y , f o r example 
i n the maneuverings to s t r u c t u r e new t r a n s a c t i o n forms having 
a d e s i r e d r e s u l t because of or d e s p i t e FASB Statement No. 
13. (Refer to footnote 2-4.) 
(4-3) Reasonable assurance for m a t e r i a l asset " a c c o u n t a b i l i t y " i s 
a l s o here a s c r i b e d to a u d i t d e s i g n . We have d i s c u s s e d the 
need f o r a d e f i n i t i o n of " a c c o u n t a b i l i t y " i n S e c t i o n 1. 
(4-4) SAS 16, "The A u d i t o r ' s R e s p o n s i b i l i t y f o r the D e t e c t i o n of 
E r r o r s and I r r e g u l a r i t i e s , " paragraphs 11-13. 
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(4-5) S t a t i s t i c a l sampling r e s u l t s are e a s i l y q u a n t i f i a b l e , but 
measuring the r i s k of e r r o r or f r a u d needs much more r e s e a r c h . 
(4-6) Touche Ross & Co. has developed e x t e n s i v e , yet balanced, 
procedures f o r new c l i e n t i n v e s t i g a t i o n s , and we synopsize 
them here i n the event the Commission wishes to be more 
s p e c i f i c i n i t s f i n a l r e p o r t . Our procedures, which are more 
i n t e n s i v e f o r p u b l i c l y - h e l d companies, i n c l u d e o b t a i n i n g and 
e v a l u a t i n g a l i s t of key o f f i c e r s , d i r e c t o r s and p r i n c i p a l 
s t o c k h o l d e r s ; t a l k i n g with key personnel reviewing r e c e n t 
f i n a n c i a l statements; t a l k i n g with mutual acquaintances, such 
as bankers and a t t o r n e y s ; d i s c u s s i n g with the p r i o r 
accounting f i r m the reason f o r t e r m i n a t i o n and p o s s i b l e 
reasons why we should not accept the engagement; and 
p r e l i m i n a r i l y e v a l u a t i n g the c o n d i t i o n s of r e c o r d s , the 
accounting system and the f i n a n c i a l p e r s o n n e l . In a d d i t i o n , 
we may o b t a i n a business i n f o r m a t i o n r e p o r t on the company, 
i t s key management pe r s o n n e l , d i r e c t o r s and c o n t r o l l i n g 
s h a r e h o l d e r s . 
We r e q u i r e t h a t our e x t e n s i v e new c l i e n t i n v e s t i g a t i o n 
procedures be documented. A l l unfavorable answers to our new 
c l i e n t q u e s t i o n n a i r e must be f u l l y e x p l a i n e d and e x p l i c i t 
r a t i o n a l e g i v e n as to our p o s i t i o n with r e s p e c t to the matter 
and how i t w i l l a f f e c t the scope of our a u d i t . 
We r e c o g n i z e that c e r t a i n companies are not good business 
r i s k s f o r our f i r m and engagements with them should be 
r e f u s e d . These i n c l u d e companies with an unsavory r e p u t a t i o n 
(such as p r i o r c r i m i n a l c o n v i c t i o n ) of o f f i c e r s or d i r e c t o r s , 
use of unacceptable accounting p r i n c i p l e s , extremely weak 
f i n a n c i a l c o n d i t i o n of the company, or s i t u a t i o n s where the 
proposed c l i e n t was p r e v i o u s l y a c l i e n t t hat d i s c h a r g e d us 
under u n f r i e n d l y circumstances. A c c o r d i n g l y , our p o l i c i e s 
r e q u i r e t h a t i n a c c e p t i n g any new c l i e n t i n the f i r m ' s 
accounting and a u d i t i n g f u n c t i o n a l area, we must make a 
fundamental and thorough e v a l u a t i o n of the proposed c l i e n t . 
(4-7) We have suggested a number of procedures i n our T e c h n i c a l 
L e t t e r No. 149 on "Management Involvement i n M a t e r i a l 
T r a n s a c t i o n s . " None of the procedures are guaranteed to 
prove the p o i n t , but they w i l l cause p e n e t r a t i o n to a 
c o n s i d e r a b l y g r e a t e r extent t h a t i f they were not a p p l i e d . 
Note th a t SAS No. 6 on "Related P a r t y T r a n s a c t i o n s " i s a l s o 
more a d v i s o r y than p r e s c r i p t i v e when i t comes to s p e c i a l i z e d 
a u d i t i n g procedures. 
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(4-8) Attempts to e s t a b l i s h e x p l i c i t standards f o r i n d u s t r y 
competence would r e q u i r e r e s o l v i n g a fundamental q u e s t i o n — 
what i s an i n d u s t r y ? T h i s i s more d i f f i c u l t than i t might 
appear. In some i n d u s t r i e s there are c l o s e s i m i l a r i t i e s , f o r 
example, commercial banks, mutual savings and loan 
a s s o c i a t i o n s , and l i f e insurance companies. However, 
e s p e c i a l l y o u t s i d e of the f i n a n c i a l s e r v i c e s area, i n d u s t r y 
c a t e g o r i z a t i o n can become extremely d i f f i c u l t . For example, 
i s manufacturing an i n d u s t r y ? A b r i e f review of the SIC 
codes w i t h i n manufacturing w i l l demonstrate how d i f f i c u l t 
c l a s s i f i c a t i o n can be. Companies subjected to comprehensive 
government r e g u l a t i o n tend to be more e a s i l y c l a s s i f i a b l e . 
What t h i s a l l p o i n t s out i s t h a t although i n d u s t r y knowledge, 
i n a g e n e r a l way, i s important to understanding a b u s i n e s s , 
other f a c t o r s such as s i z e and d i v e r s i t y of the o p e r a t i o n s 
are at l e a s t as important. 
(4-9) The Commission has o v e r s t a t e d i t s p o i n t by asking the a u d i t o r 
to "make every e f f o r t to a c q u i r e a l l r e a d i l y a v a i l a b l e 
knowledge t h a t might l e a d to the p e r c e p t i o n of s u b s t a n t i a l 
f i n a n c i a l or business r e l a t e d r i s k s . . . " (emphasis added). We 
are not aware of what " r e a d i l y a v a i l a b l e " means i n the f i n a l 
a n a l y s i s , and some reasonable l i m i t should be s e t . 
(4-10) Care should be taken to avoid the i n f e r e n c e , however, th a t 
the "proper" combination of a u d i t i n g procedures w i l l 
i n v a r i a b l y "provide complete assurance of v a l i d i t y . " 
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SECTION 5 
CORPORATE ACCOUNTABILITY AND THE LAW 
The Commission's T e n t a t i v e C o n c l u s i o n s 
- There i s a need f o r c l e a r s p e c i f i c a t i o n of i l l e g a l or 
q u e s t i o n a b l e a c t s . 
- Corporate statements of p o l i c y and monitoring thereof are 
needed. 
- A u d i t o r s should d e t e c t those i l l e g a l or q u e s t i o n a b l e a c t s 
t h a t the e x e r c i s e of p r o f e s s i o n a l s k i l l and care would 
normally uncover. 
. Adequate c o n s i d e r a t i o n t o a det e c t e d i l l e g a l or 
q u e s t i o n a b l e act must be given at the a p p r o p r i a t e l e v e l 
of a u t h o r i t y . 
. A u d i t o r s should review management's g u i d e l i n e s , p o l i c i e s 
and m o n i t o r i n g procedures, to evaluate whether they 
c o n t a i n m a t e r i a l weaknesses. 
- Management should i n c l u d e i n the annual r e p o r t a statement 
of p o l i c y on i l l e g a l or q u e s t i o n a b l e a c t s and t h a t 
procedures have been implemented to monitor compliance. 
- L e g a l counsel should have i n c r e a s e d involvement. 
An E v o l v i n g P u b l i c Concern 
We cannot help but observe t h a t the t i t l e of t h i s S e c t i o n 
c o n t a i n s the word " a c c o u n t a b i l i t y . " We e a r l i e r d i s c u s s e d (p. 1.2 
and f o o t n o t e 1-2) the need f o r a uniform d e s c r i p t i o n . At that 
j u n c t u r e the emphasis was on f i n a n c i a l statements being u s e f u l i n 
demonstrating management's " a c c o u n t a b i l i t y . " Here i n S e c t i o n 5, by 
l i n k i n g "corporate a c c o u n t a b i l i t y " with law, the p r o p o s i t i o n can be 
made tha t l a w - a c c o u n t a b i l i t y i s t h e r e f o r e to be served by the 
f i n a n c i a l statements. As e x p l a i n e d i n our remarks which f o l l o w , we 
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t h i n k t h i s i s a proper d i r e c t i o n to e x p l o r e , but we are concerned 
t h a t p r e s e n t f i n a n c i a l accounting and r e p o r t i n g are not ready f o r 
the burden. A u d i t o r s are not lawyers, though they may be expected 
to have some knowledge of l e g a l concepts, c e r t a i n l y not i n a depth 
s u f f i c i e n t to i d e n t i f y and assess or adjudge i l l e g a l i t y without 
a d v i c e of (or r e l i a n c e on) counsel competent i n the p a r t i c u l a r 
i s s u e s . So c a l l e d q u e s t i o n a b l e a c t s (these i n c l u d e a c t s not 
p r o v a b l y i l l e g a l and a c t s , while l e g a l , which are o f f e n s i v e to the 
p u b l i c ' s moral tenor — a l l as i n t e r p r e t e d by the p u b l i c 
c o n s t i t u e n c y ' s e l e c t e d r e p r e s e n t a t i v e s i n Congress and appointed 
governmental r e g u l a t o r y agents) are even more e l u s i v e of 
i d e n t i f i c a t i o n — both to a u d i t o r s and lawyers. 
In our remarks which f o l l o w we agree i n p r i n c i p l e with most 
of what the Commission recommends, but with these g e n e r a l 
q u a l i f i c a t i o n s : 
1. M a t e r i a l i t y f o r purposes of f i n a n c i a l r e p o r t i n g should not 
be u n i f o r m l y e s t a b l i s h e d at a l e v e l so q u a n t i t a t i v e l y or 
q u a l i t a t i v e l y low t h a t , i n a d d i t i o n to c a p t u r i n g a l l 
de t e c t e d i l l e g a l and q u e s t i o n a b l e a c t s as they are to be 
d e f i n e d , profuse other d e t a i l i s swept i n , p o s s i b l y making 
f i n a n c i a l r e p o r t i n g u n i n t e l l i g i b l e . 
2. The Commission's acceptance of r e p o r t a b i l i t y w i t h i n 
f i n a n c i a l statements of d e t e c t e d i l l e g a l or q u e s t i o n a b l e 
a c t s might be somewhat premature.(5-1) The p u b l i c clamor 
fo r a u d i t o r g u a r d i a n s h i p , of i t s e l f , i s not i n our view a 
proper reason f o r adoption of d i s c l o s u r e requirements. Yet 
the SEC has not g e n e r a l l y f e l t f i n a n c i a l statement 
i n c l u s i o n needed — though d i s c l o s u r e i n SEC f i l i n g s 
o u t s i d e of f i n a n c i a l statements has been the SEC's reasoned 
remedy. Only where the e n t e r p r i s e and i t s a u d i t o r have 
assessed that e f f e c t s of the events have a reasonable 
p r o b a b i l i t y of m a t e r i a l l y a f f e c t i n g the f i n a n c i a l 
statements has f i n a n c i a l statement and (sometimes) a u d i t o r 
r e p o r t i n c l u s i o n been deemed necessary. 
3. Focusing by the Commission on i l l e g a l or q u e s t i o n a b l e 
payments, but not on c i v i l r i g h t s or other s o c i a l 
accounting t o p i c s , ( 5 - 2 ) along with the f a c t t h a t t h i s 
S e c t i o n i s v i r t u a l l y the o n l y one i n the Report of  
T e n t a t i v e C o n c l u s i o n s not having been debated f o r years by 
a u d i t o r s , seems to underscore the contemporary nature of 
the s u b j e c t . Once added to the a u d i t o r ' s r e s p o n s i b i l i t i e s , 
i t w i l l not l i k e l y be removed, though i t s importance may 
d i m i n i s h by the advent of l a t e r " p u b l i c " concerns. A 
f u t u r e cause c e l e b r e , f o r example, might be energy 
e f f i c i e n c y . 
4. In g e n e r a l , we are i n favor of p u b l i c l y - h e l d c o r p o r a t i o n s 
adopting codes of conduct with r e s p e c t to i l l e g a l and 
q u e s t i o n a b l e a c t s . S u r e l y such codes are u s e f u l to prevent 
misunderstanding by o f f i c e r s or employees, but we think 
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t h a t most i n s t a n c e s t h a t are f o r b i d d e n by such codes are 
a l r e a d y well-known to employees ( " i g n o r a n t i a j u r i s neminem  
e x c u s a t " ) . Thus, mon i t o r i n g becomes the c r i t i c a l f a c t o r , 
and c l e v e r l y designed approaches to a v o i d "being caught" i n 
v i o l a t i o n of c o r p o r a t e standards may nonetheless evade 
d e t e c t i o n by even the most p e n e t r a t i n g of a u d i t techniques. 
I t has o f t e n been a l l e g e d that a u d i t o r s should have an 
a d d i t i o n a l "sense" p e r m i t t i n g them to p e r c e i v e the 
e x i s t e n c e of a m i s s i n g i n g r e d i e n t where o t h e r s would f a i l . 
While the a u d i t o r should use l o g i c i n p i e c i n g together a l l 
of the i n f o r m a t i o n coming to h i s a t t e n t i o n , he i s not 
c l a i r v o y a n t as the Commission admits, and the Commission 
c a r e f u l l y avoids overemphasizing what w i l l be achieved by 
codes of conduct and compliance a u d i t i n g . 
5. The Commission should prepare to i d e n t i f y how f u t u r e 
t o p i c a l matters become i n c o r p o r a t e d i n the a u d i t o r ' s 
f u n c t i o n and how matters no longer t o p i c a l are e l i m i n a t e d 
or r e l e g a t e d to o t h e r s . 
6. The Commission's recommendation f o r the establishment of a 
proper a u d i t o r ' s r o l e i n the area of i l l e g a l or 
q u e s t i o n a b l e a c t s has to be g i v e n very c a u t i o u s regard, 
simply because of the e l e c t r i f i e d atmosphere c r e a t e d by 
d i s c l o s u r e s of such a c t s . 
7. Law i s p r a c t i c e d by lawyers, geology by g e o l o g i s t s , 
p r o p e r t y v a l u a t i o n s by a p p r a i s e r s , and on and on. We must 
be extremely c a r e f u l not to assume every r e s p o n s i b i l i t y no 
one e l s e wants.(5-3) 
In the s u b s e c t i o n on "Confusion Over the A u d i t o r ' s 
R e s p o n s i b i l i t i e s . . . " ( 5 - 4 ) the Commission remarks (on p. 44) t h a t the 
guidance pro v i d e d by SAS No. 17 i s not enough. We agree. In 
p a r t i c u l a r i t was expanded to cover " i l l e g a l a c t s " when i t should 
have d e a l t with " i l l e g a l payments" which are more c l o s e l y r e l a t e d to 
f i n a n c i a l statements,(5-5) and t h e r e f o r e c o u l d have been more 
i n c i s i v e l y d e a l t with. 
F u r t h e r , the a c t i o n expected by the a u d i t o r under SAS No. 
17 i n o b t a i n i n g assurance of " a p p r o p r i a t e c o n s i d e r a t i o n " as to 
d e t e c t e d i l l e g a l a c t s even though immaterial, such as withdrawing 
from the engagement, i s a commendable id e a i n concept but l a c k s 
s p e c i f i c i t y — thereby making such a requirement dangerous when 
l a t e r c h a l l e n g e s a r i s e . Given the s h o r t d u r a t i o n between r e l e a s i n g 
SAS No. 17 and the issuance of the Commission's Report, however, the 
o p p o r t u n i t y to improve on SAS No. 17 i s t i m e l y . 
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In the s u b s e c t i o n on " L i m i t a t i o n s on the A u d i t o r ' s A b i l i t y 
to Deal with L e g a l M a t t e r s , " the Commission notes that a u d i t o r s 
"...are not lawyers nor are they c r i m i n a l i n v e s t i g a t o r s , and they do 
not p r e s e n t l y possess the t r a i n i n g or s k i l l s of e i t h e r group" 
(emphasis added). We are concerned about what the Commission has i n 
mind f o r the f u t u r e . I f the a u d i t o r i s , over a p e r i o d of time, to 
a s s i m i l a t e other d i s c i p l i n e s having a bearing on s o c i a l 
a c c o u n t a b i l i t y (the Commission's t h r u s t i n S e c t i o n 1) there i s no 
d i s c i p l i n e or e x p e r t i s e which may escape the a u d i t o r ' s 
comprehension. Rather than overemphasize what w i l l be achieved by 
codes of conduct and compliance a u d i t i n g , we suggest t h a t there be a 
c o n c e r t e d e f f o r t to i n v o l v e l e g a l c o u nsel to the f u l l e s t extent of 
t h e i r e x p e r t i s e . 
A Framework f o r A u d i t o r P a r t i c i p a t i o n to Help Achieve  
Corporate L e g a l A c c o u n t a b i l i t y 
" S p e c i f i c a t i o n of i l l e g a l or q u e s t i o n a b l e a c t s . " — We 
agree wholeheartedly with the Commission's recommendation t h a t a 
c l e a r s p e c i f i c a t i o n of i l l e g a l or q u e s t i o n a b l e a c t s i s an e s s e n t i a l 
p r e r e q u i s i t e to assure the reasonable success of any program to 
o b t a i n d i s c l o s u r e of c l i e n t ' s q u e s t i o n a b l e and i l l e g a l a c t s . 
However, the Commission's p o i n t needs to be expanded. S p e c i f i c a t i o n 
of i l l e g a l i t y and q u e s t i o n a b i l i t y can be meaningful o n l y i n the 
context of the intended u s e f u l n e s s of the i n f o r m a t i o n . 
For i n s t a n c e , i f the p r i n c i p a l concern i s to assure t h a t 
adequate d i s c l o s u r e i s made to i n v e s t o r s and c r e d i t o r s , there should 
be p o s t u l a t e d what t h e i r i n t e r e s t i s , and why. Parking v i o l a t i o n s 
by o f f i c e r s would not be i n c l u d e d , as some measure of magnitude 
would be adopted. In many cases, the amounts p a i d would probably be 
immaterial i n r e l a t i o n to the f i n a n c i a l statements, but l e g a l 
a c t i o n s which c o u l d f o l l o w from p u b l i c d i s c l o s u r e of the problems 
might be m a t e r i a l . We b e l i e v e t h a t reasonably workable standards 
c o u l d be developed f o r i d e n t i f y i n g i l l e g a l a c t s which might have to 
be d i s c l o s e d and f i n a n c i a l measures f o r determining whether they 
should be d i s c l o s e d . 
Questionable a c t s (those l e g a l a c t s thought to be u n e t h i c a l 
or to p o s s i b l y be i l l e g a l ) , on the other hand, need to be d e f i n e d 
much more s p e c i f i c a l l y . There are p r e s e n t l y no o b j e c t i v e c r i t e r i a 
f o r q u e s t i o n a b l e a c t s , as there are f o r i l l e g a l a c t s upon 
a d j u d i c a t i o n . L e g a l i t y can be e v a l u a t e d by comparison of the 
a c t i v i t i e s at hand with the law ( r e g u l a t o r y , l e g i s l a t i v e , and 
j u d i c i a l ) , but there i s no comparable b a s i s f o r e s t a b l i s h i n g 
q u e s t i o n a b i l i t y . 
In any event, i t i s most important t h a t c r i t e r i a be 
developed f o r d i s t i n g u i s h i n g , from among a l l the q u e s t i o n a b l e and 
i l l e g a l a c t s which c o u l d occur, those which would r e q u i r e 
d i s c l o s u r e . Otherwise, economical means f o r d i s c l o s u r e cannot be 
d e v i s e d , as managements w i l l not be a b l e to systematize the 
g a t h e r i n g of i n f o r m a t i o n . The high c o s t of meticulous s c r u t i n y of 
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many d i f f e r e n t areas f o r i l l e g a l or q u e s t i o n a b l e items through 
s p e c i a l i n v e s t i g a t i v e e f f o r t s can be minimized o n l y where a 
s y s t e m a t i c approach i s used. Cost savings which can flow from 
s y s t e m i z a t i o n can be f e l t at s e v e r a l l e v e l s : 
1. Managements can operate by e x c e p t i o n r a t h e r than by 
p e r s o n a l i n v e s t i g a t i o n ; 
2. Those charged with d e t e c t i o n (under the Commission's 
p r o p o s a l , i n t e r n a l a u d i t o r s , independent a u d i t o r s , and 
lawyers) c o u l d t e s t systems and r e l y on e x i s t e n t c o n t r o l s 
as a means of r e s t r i c t i n g i n v e s t i g a t i v e scope; and 
3. The d i s r u p t i o n to normal a c t i v i t i e s c r e a t e d by management's 
a t t e n t i o n to nonproductive a c t i v i t i e s would be reduced. 
SAS 17 i n t e r p r e t s g e n e r a l l y accepted a u d i t i n g standards t o 
r e q u i r e a u d i t o r s to be a l e r t f o r i l l e g a l a c t s needing d i s c l o s u r e i n 
a c l i e n t ' s f i n a n c i a l statements and r e c o g n i z e s that other 
n o n d i s c l o s a b l e i l l e g a l a c t s may a l s o be d i s c u s s e d . The SAS a l s o 
avers that d e t e c t i o n of i l l e g a l a c t s i s not the primary purpose of 
an a u d i t and thus some may go undetected, simply because of 
l i m i t a t i o n s i n h e r e n t i n a u d i t i n g techniques. I t w i l l be e s s e n t i a l 
t h a t the s p e c i f i c a t i o n of i l l e g a l or q u e s t i o n a b l e a c t s and t h e i r 
d i s c l o s u r e c r i t e r i a be balanced with the requirements of g e n e r a l l y 
accepted accounting p r i n c i p l e s . To s p e c i f y r e l a t i v e l y 
i n c o n s e q u e n t i a l t h r e s h o l d l i m i t s f o r d i s c l o s u r e of i l l e g a l or 
q u e s t i o n a b l e a c t s w i t h i n the framework of g e n e r a l l y accepted 
accounting p r i n c i p l e s c o u l d e v e n t u a l l y b r i n g down other accounting 
m a t e r i a l i t y l i m i t s , and p o s s i b l y r e s u l t i n an immense i n c r e a s e i n 
s o c i e t y ' s c o s t f o r a u d i t i n g . 
C a r e f u l c o n s i d e r a t i o n should be given to where and how 
q u e s t i o n a b l e and i l l e g a l matters not m a t e r i a l i n r e l a t i o n s h i p to the 
f i n a n c i a l statements should be d i s c l o s e d , i f i n f a c t they should be 
d i s c l o s e d . 
Another key i s s u e i s to i d e n t i f y who i s to decide the 
s p e c i f i c d i s c l o s u r e c r i t e r i a f o r i l l e g a l and q u e s t i o n a b l e a c t s . We 
b e l i e v e t h i s r e s p o n s i b i l i t y should l i e with r e g u l a t o r y agencies and 
should be based on s p e c i f i c e n a b l i n g l e g i s l a t i o n . The o b j e c t i v e s of 
having d i s c l o s u r e of i l l e g a l and q u e s t i o n a b l e a c t s should be set by 
Congress which should a l s o p a r c e l out enforcement a u t h o r i t y to 
a p p r o p r i a t e r e g u l a t o r y bodies. The F i n a n c i a l Accounting Standards 
Board should then d e l i n e a t e c r i t e r i a f o r r e p o r t i n g of i l l e g a l and 
p o s s i b l y of q u e s t i o n a b l e a c t s i n f i n a n c i a l statements. 
"Necessary c o r p o r a t e a c t i o n s " — The Report of T e n t a t i v e  
C o n c l u s i o n s s t a t e s (p. 46) t h a t " C o r p o r a t i o n s must a l s o adopt 
procedures to p r o v i d e f o r e f f e c t i v e m o nitoring of compliance. To 
the extent t h a t independent a u d i t o r s are to be i n v o l v e d i n 
m o n i t o r i n g compliance with such p o l i c i e s there must be an 
understanding and i d e n t i f i c a t i o n of the p a r t s of the p o l i c y 
statement t h a t can be a u d i t e d . " 
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The Commission c o r r e c t l y concludes t h a t d eveloping means of 
mo n i t o r i n g c o r p o r a t e a c c o u n t a b i l i t y ought to accrue to the 
c o r p o r a t i o n s themselves, and t h a t not a l l aspects of c o r p o r a t e codes 
of conduct would be s u s c e p t i b l e of e f f e c t i v e compliance monitoring 
by a u d i t o r s . A u d i t o r s can be h e l p f u l i n d e s i g n i n g a u d i t techniques 
a p p l i c a b l e to companies' p o l i c y statements. Where the aim i s to 
t e s t compliance with a c l i e n t ' s code of conduct, a u d i t o r s can do so 
reasonably e f f i c i e n t l y f o r most p r o v i s i o n s . But a u d i t o r s cannot be 
expected to p r o v i d e assurance as to inherent e f f e c t i v e n e s s of 
conduct codes to s a t i s f y i m p r e c i s e l y s t a t e d s o c i e t a l g o a l s . Thus i t 
should be s t a t e d t h a t a u d i t o r s should not be expected to monitor 
compliance with an u n s p e c i f i e d g e n e r a l standard(5-6) f a r more 
vi g o r o u s than many c o r p o r a t i o n s c o u l d r e a l i s t i c a l l y adopt as p o l i c y 
statements. The a u d i t o r ' s e x p e r t i s e should l i e i n e v a l u a t i n g the 
probable e f f e c t i v e n e s s of c e r t a i n of the company's c o n t r o l s intended 
to assure compliance with i t s s t a t e d conduct code. 
Nonetheless, c e r t a i n elements are becoming t a c i t l y 
understood to be e s s e n t i a l i n g r e d i e n t s of c o r p o r a t e conduct codes. 
For i n s t a n c e , one c o u l d h a r d l y argue that codes of conduct should 
not p r o h i b i t the making of i l l e g a l p o l i t i c a l c o n t r i b u t i o n s or 
b r i b e r y of o f f i c i a l s of f o r e i g n governments. 
The problems are t h a t not a l l c l i e n t s have codes of 
conduct, not a l l codes of conduct are the same, and the o b j e c t i v e s 
t h a t the codes of conduct should achieve have not been s p e c i f i e d 
anywhere. Thus, the e f f e c t i v e n e s s of the use of independent 
a u d i t o r s i n monitoring compliance with c o r p o r a t e codes of conduct 
cannot be expected to surpass the inherent e f f e c t i v e n e s s of the 
codes themselves. 
In order to assure that c o r p o r a t e codes adopted by 
companies meet s a t i s f a c t o r y standards, such standards, i n c l u d i n g 
m a t e r i a l i t y s p e c i f i c a t i o n , w i l l have to be developed and d i s c l o s u r e 
of d e v i a t i o n s from those standards ( i . e . , d e t e c t e d noncompliance) 
should be r e q u i r e d by law or r e g u l a t i o n . 
"Conduct Code C o n s i d e r a t i o n s " — The problem the Commission 
and the p r o f e s s i o n are g r a p p l i n g with w i l l not be r e s o l v e d through 
the s i n g l e dimension approach of r e q u i r i n g p o l i c y statements. In 
f a c t , overemphasis of the value of p o l i c y statements c o u l d hamper 
the development by companies of a more comprehensive approach to 
n e a r - e l i m i n a t i o n of the f u t u r e occurrence of i l l e g a l payments. We 
c o n s i d e r e d t h i s f a c t o r i n d e s i g n i n g our f i r m ' s approach to a s s e s s i n g 
the r i s k of i l l e g a l or q u e s t i o n a b l e payments being made and i n 
c o n s i d e r i n g the nature of c o n t r o l s or p o l i c i e s t h a t might prevent or 
d e l i m i t them. Many f a c t o r s other than codes are i n v o l v e d . 
The g e n e r a l framework of c o n t r o l s and p o l i c y developed by 
us i n the area are the f o l l o w i n g : ( 5 - 7 ) 
" I n t e r n a l c o n t r o l f e a t u r e s supplementing the u s u a l 
accounting c o n t r o l s which may normally be c o n s i d e r e d 
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to minimize the l i k e l i h o o d of i l l e g a l payments are 
c o n s i d e r e d i n the f o l l o w i n g s e c t i o n s . 
General 
1. E x i s t e n c e of a p o l i c y ( 5 - 8 ) r e q u i r i n g compliance with a l l 
laws and r e g u l a t i o n s which apply to the company. 
2. A requirement t h a t a l l s i g n i f i c a n t c o n t r a c t u a l 
arrangements which e n t a i l an o b l i g a t i o n on the p a r t of 
the company be w r i t t e n and/or approved by c o u n s e l . 
3. A requirement that a l l m a t e r i a l t r a n s a c t i o n s i n which 
management i s i n v o l v e d be s p e c i f i c a l l y approved by the 
board of d i r e c t o r s . 
4. E x i s t e n c e of o u t s i d e counsel or a reasonably autonomous 
l e g a l department charged with the r e s p o n s i b i l i t y to 
determine and monitor compliance with laws and 
r e g u l a t i o n s to which the company i s s u b j e c t . 
5. E x i s t e n c e of a formal c o n f l i c t of i n t e r e s t p o l i c y which 
i s adequately p o l i c e d . 
6. E x i s t e n c e of an a p p r o p r i a t e p o l i c y (and a d m i n i s t r a t i v e 
c o n t r o l s designed to demonstrate compliance with the 
p o l i c y ) r e q u i r i n g an i n v e s t i g a t i o n of the business 
r e p u t a t i o n of persons having the a u t h o r i t y to r e p r e s e n t 
the company, with the extent of the i n v e s t i g a t i o n 
commensurate with the a u t h o r i t y of the r e p r e s e n t a t i v e . 
The p o l i c y would u s u a l l y apply to c o n s u l t a n t s and 
agents, but should a l s o encompass employees. 
Currency T r a n s a c t i o n s 
1. T r a n s a c t i o n s i n c u r r e n c y except f o r p e t t y cash, p a y r o l l , 
and other normal business t r a n s a c t i o n s always p a i d i n 
cash should be p r o h i b i t e d except where a s p e c i f i c need 
i s c l e a r l y demonstrated, documented and approved at an 
a p p r o p r i a t e l e v e l . 
2. A s t r i c t accounting should be kept of a l l c o r p o r a t e 
c u r r e n c y funds and t r a n s a c t i o n s . The c u r r e n c y f o r each 
t r a n s a c t i o n other than p e t t y cash, p a y r o l l or other 
normal business t r a n s a c t i o n always p a i d i n cash should 
be p r o v i d e d by cashing a check s p e c i f i c a l l y drawn f o r 
t h a t purpose. 
3. Adequate review by i n t e r n a l a u d i t . 
S o f t Expenses 
1. Invoices submitted to the company f o r payment of s o f t 
expenses should d e t a i l the s e r v i c e rendered, i n c l u d i n g , 
as a p p r o p r i a t e , hours worked, b i l l i n g r a t e s , e t c . 
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2. Formal w r i t t e n c o n t r a c t s should e x i s t f o r a l l agency 
arrangements which i n c l u d e p r o v i s i o n s which p r o h i b i t the 
agent from a c t i n g i l l e g a l l y i n the c o r p o r a t i o n ' s b e h a l f 
and which r e q u i r e a s t r i c t accounting f o r a l l c o r p o r a t e 
funds over which the agent has custody. 
3. The company should p r o v i d e an engagement l e t t e r to or 
r e c e i v e a p r o p o s a l l e t t e r from a l l p r o f e s s i o n a l f i r m s 
and c o n s u l t a n t s d e s c r i b i n g i n d e t a i l the s e r v i c e s to be 
p r o v i d e d . 
4. Regular w r i t t e n r e p o r t s should be forthcoming from 
agents and c o n s u l t a n t s i n c o n j u n c t i o n with s i g n i f i c a n t 
long-term p r o j e c t s , and the s i g n i f i c a n t content of 
p r o j e c t - r e l a t e d meetings and phone c o n t a c t s should be 
documented i n f i l e memoranda. 
Management Compensation 
1. E x i s t e n c e of formal undertakings by management personnel 
to comply with c o r p o r a t e p o l i c i e s and a p p l i c a b l e laws 
and r e g u l a t i o n s when a c t i n g on behalf of the 
c o r p o r a t i o n , and a l s o perhaps c o n t r a c t s i n d i c a t i n g the 
amount of compensation or the manner i n which i t i s to 
be determined. 
2. Non-standard management bonuses and s p e c i a l compensation 
arrangements should be s p e c i f i c a l l y approved by the 
board of d i r e c t o r s . " 
We t h i n k t h a t i f the Commission emphasized a spectrum of 
c o n t r o l s as the c o r p o r a t e requirement, t h i s would have the added 
b e n e f i t of i n c u l c a t i n g i n management and the board of d i r e c t o r s 
t h e i r primary r e s p o n s i b i l i t y to prevent or d e l i m i t i l l e g a l 
payments. Whatever formal and p u b l i c i z e d conduct code f o l l o w s from 
t h a t i s , then, the product of doing the b a s i c work, and not the 
o b j e c t i n i t s e l f . 
" E x e r c i s e of p r o f e s s i o n a l s k i l l and c a r e " as a standard f o r  
uncovering i l l e g a l or q u e s t i o n a b l e a c t s ; adequate c o n s i d e r a t i o n of  
d e t e c t e d i l l e g a l a c t s and a u d i t o r ' s review of company p o l i c i e s and  
procedures — 
In d i s c u s s i n g "Recommendations of the independent a u d i t o r ' s 
r e s p o n s i b i l i t i e s (p. 46)," the Commission s t a t e s : "In the course of 
an a u d i t , ... the independent a u d i t o r should be expected to d e t e c t 
those i l l e g a l or q u e s t i o n a b l e a c t s t h a t the e x e r c i s e of p r o f e s s i o n a l 
s k i l l and care would normally uncover. A d d i t i o n a l guidance i s 
necessary on the meaning of the a p p r o p r i a t e e x e r c i s e of p r o f e s s i o n a l 
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s k i l l and care i n t h i s area. Important elements would i n c l u d e 
guidance on the e v a l u a t i o n of areas of r i s k and exposure to i l l e g a l 
a c t s , r e c o g n i t i o n of warning sig n s of the e x i s t e n c e of such a c t s , 
and development of a u d i t procedures a p p l i c a b l e to those 
circumstances." 
We agree that a d d i t i o n a l guidance to t h a t a l r e a d y c o n t a i n e d 
i n SAS No. 17, " I l l e g a l Acts by C l i e n t s , " i s needed. We have 
s t u d i e d the i s s u e and have advised our f i r m ' s a u d i t o r s ( 5 - 9 ) to 
c o n s i d e r the f o l l o w i n g matters f o r each of the i d e n t i f i e d items: 
1. R e c o g n i t i o n of warning s i g n s of such a c t s 
In a d d i t i o n to the matters i n c l u d e d i n SAS No. 17 t h a t may 
r a i s e q u e s t i o n s about the p o s s i b l e e x i s t e n c e of i l l e g a l 
a c t s , when a u d i t i n g m a t e r i a l t r a n s a c t i o n s , a l s o c o n s i d e r 
the f o l l o w i n g : 
Examine l a r g e c u r r e n c y (as opposed to check) 
t r a n s a c t i o n s as they are not as e a s i l y c o n t r o l l a b l e or 
a u d i t a b l e as check t r a n s a c t i o n s . F u r t h e r , the n e c e s s i t y 
for making l a r g e currency payments should be e s t a b l i s h e d 
by r e f e r e n c e to the company's normal business o p e r a t i o n s . 
Watch f o r unusual c r e d i t s to r e c e i v a b l e s and unusual 
bonuses p a i d to employees. (Employees or customers may 
be reimbursed through such t r a n s a c t i o n s f o r p o l i t i c a l 
c o n t r i b u t i o n s or other payments made on behalf of the 
c o r p o r a t i o n . ) 
I n v e s t i g a t e purchases from vendors whose names do not 
appear on the approved vendor l i s t or from whom s e r v i c e s 
(rather than goods) charged to c o s t of s a l e s are 
purchased. 
I d e n t i f y and examine c o n t r a c t s , i n v o i c e s and s i m i l a r 
e v i d e n t i a l matter su p p o r t i n g s e r v i c e expenses — 
i n c l u d i n g c o n s u l t i n g and management f e e s , p r o f e s s i o n a l 
f e e s , a d v e r t i s i n g , promotion and p u b l i c r e l a t i o n s . 
Consider the reasonableness of charges f o r s e r v i c e s 
r e c e i v e d . A l s o , c o n s i d e r company c o n t r o l s which assure 
th a t s e r v i c e s b i l l e d were a c t u a l l y p r o v i d e d . 
2. E v a l u a t i o n of areas of r i s k and exposure to i l l e g a l a c t s 
In a l l a u d i t engagements our a u d i t o r s are t o : 
- Assess whether the nature of a company's business or the 
e x i s t e n c e of warning s i g n s of such t r a n s a c t i o n s would 
suggest a need f o r i n s t i t u t i n g s p e c i f i c accounting 
and/or a d m i n i s t r a t i v e c o n t r o l s designed to prevent or 
d e l i m i t the occurrence of i l l e g a l payments and/or the 
adoption of c o r p o r a t e p o l i c y statement; i f so, 
communicate such a recommendation to the company. I f 
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such c o n t r o l s or p o l i c y statement e x i s t , e v a l u a t e and 
t e s t compliance, as p a r t of the review and t e s t i n g of 
the system of i n t e r n a l c o n t r o l , whether such c o n t r o l s or 
p o l i c y statement seem to be e f f e c t i v e l y designed and 
o p e r a t i n g . 
3. Development of a u d i t procedures a p p l i c a b l e to those  
c i r c u m s t a n c e s. 
When matters are i d e n t i f i e d t h a t r e q u i r e a d d i t i o n a l 
a t t e n t i o n , we have developed corresponding procedures. For 
example, when amounts p a i d f o r s e r v i c e s appear 
unreasonable, we request both a r e p r e s e n t a t i o n from the 
c l i e n t as w e l l as the r e c i p i e n t of the payment concerning 
the p e r t i n e n t f a c t s surrounding the payment. 
We have a l s o s p e c i f i e d the a d d i t i o n a l procedures to be 
performed by our a u d i t o r s when any of the f o l l o w i n g 
c o n d i t i o n s e x i s t : 
I n a b i l i t y t o complete procedures (for example, r e c e i v e a 
s a t i s f a c t o r y r e p r e s e n t a t i o n from the c l i e n t or the 
r e c i p i e n t of the payment f o r s e r v i c e s i n the above 
example). 
Au d i t evidence obtained i s e i t h e r c o n t r a d i c t o r y or 
i n c o n c l u s i v e . 
A matter the a u d i t o r b e l i e v e s i s i l l e g a l . 
- A matter t h a t i s i l l e g a l . 
These c o n d i t i o n s i n c l u d e a l l of those d e l i n e a t e d i n SAS No. 
17 and i n c o r p o r a t e the f o l l o w i n g a d d i t i o n a l procedures: 
(a) Board of D i r e c t o r s — inform c l i e n t management and the 
board of d i r e c t o r s of the matter. SAS 17 does not 
r e q u i r e t h i s treatment of a l l such matters. 
(b) W i t h i n our f i r m — a l l such matters must be brought to 
the a t t e n t i o n of designated s p e c i f i e d personnel i n our 
f i r m to assure adequate c o n s i d e r a t i o n . O r d i n a r i l y , 
our f i r m ' s i n t e r n a l l e g a l counsel w i l l a l s o be 
n o t i f i e d . 
When we are aware of a m a t e r i a l p o s s i b l y i l l e g a l a ct or a 
m a t e r i a l i l l e g a l a c t , we f u r t h e r r e q u i r e t h a t the company 
o b t a i n the w r i t t e n o p i n i o n of o u t s i d e c o u n s e l . The 
company, i n such a case, should request counsel to address 
the f o l l o w i n g elements: 
P e r t i n e n t f a c t s or assumed f a c t s as counsel understands 
them. T h i s documents the b a s i s on which co u n s e l w i l l be 
ren d e r i n g an o p i n i o n . F u r t h e r , our a u d i t o r s are 
r e q u i r e d to perform a p p r o p r i a t e a u d i t i n g procedures with 
r e s p e c t to the f a c t s and assumed f a c t s on which 
counsel's o p i n i o n i s based. 
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- The l e g a l c ounsel's o p i n i o n should c o n s i d e r (1) whether 
there i s a p e n a l t y which might a t t a c h to the payment, 
and i f so, the amount; and (2) whether the t r a n s a c t i o n s 
i n q u e s t i o n have s i g n i f i c a n c e with r e s p e c t t o income tax 
d e d u c t i b i l i t y or other circumstances such as "cost p l u s " 
c o n t r a c t s . 
Based on the s t i p u l a t e d f a c t s and l e g a l counsel's 
assessment of the l e g a l r a m i f i c a t i o n s , counsel versed i n 
U.S. S e c u r i t i e s Laws should be asked to e x p l i c i t l y s t a t e 
whether he has recommended th a t the c l i e n t d i s c l o s e the 
circumstances and whether n o n - d i s c l o s u r e by the company 
would cause him to withdraw from r e p r e s e n t i n g the 
company. 
The advice of counsel concerning p o s s i b l e or proposed 
r e c t i f i c a t i o n . 
We have j u s t d e s c r i b e d , i n summary form, the guidance we 
had developed f o r the review of c o n t r o l s or p o l i c i e s adopted by 
companies to prevent or d e l i m i t the occurrence of i l l e g a l payments. 
T h i s guidance, we b e l i e v e , i s congruent with the Commission's 
sug g e s t i o n t o develop s p e c i f i c guidance concerning the " e x e r c i s e of 
due p r o f e s s i o n a l s k i l l and c a r e . " As t h i s guidance a l s o r e q u i r e s 
our a u d i t o r s to review and monitor compliance with a company's 
adopted p o l i c y statement and/or c o n t r o l s , we not on l y agree with the 
Commission's suggestion but have s u b s t a n t i v e l y implemented i t . 
Reporting on Corporate Codes of Conduct — The Commission 
s t a t e s t h a t " I f the company has adopted a p o l i c y on i l l e g a l or 
q u e s t i o n a b l e a c t s , the r e p o r t by management i n the annual r e p o r t 
should i n c l u d e a statement that such a p o l i c y e x i s t s and t h a t 
procedures have been implemented to monitor compliance." 
Mandatory p u b l i c a t i o n of codes of conduct may appear o v e r l y 
p i o u s ; i n s t e a d we suggest v o l u n t a r y p u b l i c a t i o n , with emphasis on 
c o n t r o l s and t h e i r probable e f f i c a c y . We are a l s o concerned about 
whether the a u d i t o r should be r e q u i r e d to i n d i c a t e i n h i s r e p o r t 
whether m a t e r i a l weaknesses e x i s t i n the company's system i n t h i s 
area. We d i s c u s s t h i s f u r t h e r i n S e c t i o n 7. 
We b e l i e v e t h a t a u d i t o r s should not be expected to e v a l u a t e 
the adequacy of co r p o r a t e p o l i c y statements. They can r e p o r t t h a t 
p r o v i s i o n s of a s p e c i f i c type are not i n c l u d e d i n a c l i e n t ' s code, 
i f there i s some e s t a b l i s h e d standard f o r use i n i d e n t i f y i n g omitted 
p r o v i s i o n s . As we have p r e v i o u s l y recommended, we b e l i e v e t h a t such 
standards should be e s t a b l i s h e d by l e g i s l a t i o n or r e g u l a t i o n . 
"Legal c o u n s e l involvement" — We are s t r o n g l y i n favor of 
l e g a l c o unsel being i n a key p o s i t i o n as to dete r m i n a t i o n s 
concerning i l l e g a l and q u e s t i o n a b l e a c t s . And we agree with the 
Commission's i n d i c a t i o n t h a t l e g a l c o u n s e l has a g r e a t e r r o l e than 
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he i s now w i l l i n g to f i l l , i n the area of l e g a l u n c e r t a i n t i e s , 
l i t i g a t i o n , and c l a i m s both a s s e r t e d and unasserted.(5-10) (In 
g e n e r a l , we favor a separate r e p o r t by l e g a l c o u n s e l , but w i l l 
d i s c u s s t h i s i n s e c t i o n 7.) 
* * * * * 
E a r l i e r i n t h i s s e c t i o n we summarized the procedures 
pursued i n our f i r m i n m a r s h a l l i n g the advice we and a c o r p o r a t e 
board of d i r e c t o r s need i n a d d r e s s i n g i l l e g a l and q u e s t i o n a b l e 
a c t s . I t i s o n l y f a i r to s t a t e t h a t our success i n accomplishment 
of those procedures has not always been t o t a l , and never without 
some debates with lawyers i n s i g n i f i c a n t cases. 
T h i s problem has been too long awaiting a r e s o l u t i o n . 
A u d i t o r s , a t t o r n e y s , management and the board of d i r e c t o r s should 
cooperate i n a r r i v i n g at the best p o s s i b l e consensus i n a g i v e n 
s i t u a t i o n . With today's governmental r h e t o r i c about "wants" but 
vacuum i n s p e c i f i c s , no one of these four groups should succumb to 
extending beyond h i s a p p r o p r i a t e l e v e l of p a r t i c i p a t i o n . 
C a t e g o r i c a l l y , a u d i t o r s should not be the v i c t i m s of a b i l a t e r a l 
squeeze by lawyers and government. 
I t goes without saying t h a t the r e l a t i v e l y s m a ll number of 
companies d i s c l o s i n g i l l e g a l or q u e s t i o n a b l e payments should r e c a n t 
and o t h e r s should not begin — a l l i n the framework of a workable 
d e f i n i t i o n of a c c e p t a b l e and unacceptable business p r a c t i c e s — here 
as w e l l as c o m p e t i t i v e l y abroad. 
As the "abuse" of c o r p o r a t e p e r q u i s i t e s now comes under the 
government's microscope, i t i s more important than ever t h a t the 
Commission on A u d i t o r s ' R e s p o n s i b i l i t i e s recommend a l i m i t i n g l i n e 
of the a u d i t o r ' s r o l e . The business community should o r g a n i z e to 
support the a u d i t o r ' s proper r o l e r a t h e r than to allow the a u d i t o r 
to become the t a r g e t and s h i e l d . 
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Footnotes to S e c t i o n 5 
(5-1) S i m i l a r l y , SAS No. 17, " I l l e g a l A c t s by C l i e n t s , " i s 
r e a c t i o n a r y i n d e a l i n g with t h i s s u b j e c t , as i s our f i r m ' s 
p r o p r i e t a r y T e c h n i c a l L e t t e r No. 154 on " I l l e g a l Payments." 
We think r e a c t i o n i s b e t t e r than no a c t i o n , but t h i s i s not a 
d e l i b e r a t i v e way to s t e e r the course of a p r o f e s s i o n . 
(5-2) S o c i a l Accounting i s mentioned b r i e f l y i n the Commission's 
Report at pp. 69-70. The AICPA Committee on S o c i a l 
Measurement has s i n c e p u b l i s h e d The Measurement of Corporate  
S o c i a l Performance, which d e l v e s i n t o the s u b j e c t i n depth. 
(5-3) Refer to our comments on pp. 1.5 and 1.6 on a u d i t o r s not being 
"panacean e q u a l i z e r s . " 
(5-4) The Report says: "For example, a u d i t o r s are f a m i l i a r with the 
f e d e r a l income tax laws and would be expected to r e c o g n i z e tax 
e v a s i o n by a c l i e n t . " The d i s c o v e r y of tax fraud i s s u b j e c t 
to the same l i m i t a t i o n s as e x i s t i n the a u d i t i n g area, e.g., 
c o l l u s i o n and f o r g e r y . 
(5-5) In our t e c h n i c a l l e t t e r , we d e f i n e " i l l e g a l payments" as 
" d i r e c t or i n d i r e c t payments ( i n cash or i n kind) f o r the 
express or i m p l i e d purpose of o b t a i n i n g f a v o r , i n an i l l e g a l  
manner. ('Favor' should be understood to i n c l u d e both a c t i v e 
and p a s s i v e matters. Forbearance ( f a i l u r e to p r o s e c u t e , f o r 
example) i s , t h e r e f o r e , i n c l u d e d . ' I l l e g a l manner' r e f e r s to 
e i t h e r or both the payment or the means used i n bestowing 
favor.) Such payments would encompass the broad c a t e g o r i e s of 
d i r e c t or i n d i r e c t p o l i t i c a l c o n t r i b u t i o n s , b r i b e s , kickbacks, 
and p a y o f f s . These matters have been the s u b j e c t of a number 
of recent SEC a c t i o n s . The use of the phrase ' i l l e g a l 
payments' should be understood as having a p p l i c a b i l i t y o n l y to 
the payments mentioned i n t h i s paragraph. 
"We b e l i e v e the a u d i t o r should not be h e l d r e s p o n s i b l e f o r 
f a i l u r e to i d e n t i f y and/or p r o p e r l y evaluate a l l payments 
which are or c o u l d be a l l e g e d to be i l l e g a l , p r o v i d e d he has 
performed h i s a u d i t i n c o n f o r m i t y with g e n e r a l l y accepted 
a u d i t i n g standards. He should, however, be a l e r t , during h i s 
a u d i t , f o r i l l e g a l payments which c o u l d have a m a t e r i a l e f f e c t 
on the f i n a n c i a l statements." 
By c o n t r a s t , SAS No. 17, paragraph 3 s t a t e s : "The 
d e t e r m i n a t i o n of whether an act i s i l l e g a l i s u s u a l l y beyond 
(the a u d i t o r ' s ) p r o f e s s i o n a l competence. The a u d i t o r ' s 
t r a i n i n g and experience, however, o r d i n a r i l y should p r o v i d e a 
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reasonable b a s i s f o r an awareness that some c l i e n t a c t s 
coming to an a u d i t o r ' s a t t e n t i o n i n the performance of h i s 
examination might be i l l e g a l . N e v e r t h e l e s s , the f u r t h e r 
removed an i l l e g a l act i s from the events and t r a n s a c t i o n s 
s p e c i f i c a l l y r e f l e c t e d i n f i n a n c i a l statements, the l e s s 
l i k e l y the a u d i t o r i s to become aware of the act or r e c o g n i z e 
i t s p o s s i b l e i l l e g a l i t y . For example, v i o l a t i o n s of the 
O c c u p a t i o n a l Health and S a f e t y Act are not o r d i n a r i l y 
s p e c i f i c a l l y r e f l e c t e d i n f i n a n c i a l statements, and the 
a u d i t o r o r d i n a r i l y does not have a s u f f i c i e n t b a s i s f o r the 
awareness needed to r e c o g n i z e the p o s s i b l e i l l e g a l i t y of such 
v i o l a t i o n s . " 
(5-6) For example, an imputation of "whatever" a code of conduct i s 
p o p u l a r l y expected to encompass r e g a r d l e s s of what i t says. 
(5-7) The source of t h i s data i s our f i r m ' s T e c h n i c a l L e t t e r No. 
154, " I l l e g a l Payments," November 30, 1975, and i s p r o v i d e d 
i n the event the Commission intends more s p e c i f i c s i n i t s 
f i n a l r e p o r t . 
(5-8) We p r o v i d e d our a u d i t o r s with samples of a c t u a l p u b l i s h e d 
p o l i c y statements; we d i d not r e q u i r e t h a t the p o l i c y be 
p u b l i s h e d o u t s i d e the company. 
(5-9) The remaining comments i n t h i s s u b s e c t i o n are paraphrased 
from Touche Ross TL No. 154. 
(5-10) Touche Ross encourages the Commission to recommend a separate 
r e p o r t by l e g a l counsel i n c l u d e d i n the annual f i n a n c i a l 
r e p o r t . Counsel should go "on the l i n e " f o r the adequacy of 
d i s c l o s u r e of u n c e r t a i n t i e s and as to the extent of the 
c o r p o r a t i o n ' s compliance i n a l l m a t e r i a l r e s p e c t s with 
a p p l i c a b l e laws and r e g u l a t i o n s . I f need be, t h i s can begin 
by having the lawyers' l e t t e r r e q u i r e d under SAS No. 12 
p u b l i s h e d ; a f t e r a l l , much c o n s t e r n a t i o n over the content of 
t h i s l e t t e r r e l a t e d to i t s probable d i s c o v e r a b i l i t y , and 
t h e r e f o r e t h a t i t had to be w r i t t e n with the utmost c a r e . 
That being the case, we see no reason why lawyers' a u d i t 
l e t t e r s should not be f u r t h e r worked i n t o a "lawyer's 
c e r t i f i c a t e . " Of course, the lawyer may a p p r o p r i a t e l y s t a t e 
t h a t he i s an advocate f o r the c l i e n t and t h e r e f o r e has an 
i n t e r e s t i n the outcome of the matters he i s a d d r e s s i n g . 
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SECTION 6 
THE BOUNDARIES OF THE AUDITOR'S ROLE 
AND ITS EXTENSION 
The Commission's T e n t a t i v e C o n c l u s i o n s on the A u d i t F u n c t i o n 
- The a u d i t i s a f u n c t i o n to be performed during a p e r i o d of 
time, not on l y as to a p a r t i c u l a r set of f i n a n c i a l 
statements. 
- A u d i t o r s should review and t e s t the e n t i r e system of 
i n t e r n a l c o n t r o l and form a c o n c l u s i o n as to the absence of 
m a t e r i a l weaknesses during the year. 
- Management should r e p o r t on the adequacy of i t s system of 
i n t e r n a l c o n t r o l s , m a t e r i a l weaknesses t h e r e i n , and i t s 
response to the a u d i t o r ' s suggestions f o r improvements. 
- The a u d i t o r should r e p o r t on h i s agreement with 
management's d e s c r i p t i o n s and should d e s c r i b e m a t e r i a l 
weaknesses not d i s c l o s e d by management. 
- The a u d i t f u n c t i o n should expand to encompass f i n a n c i a l 
i n f o r m a t i o n r e l e a s e d r e g u l a r l y during the year; t e s t s 
throughout the year would be r e q u i r e d . In p a r t i c u l a r , 
reviews of p u b l i s h e d q u a r t e r l y f i n a n c i a l statements would 
be p a r t of the a u d i t . 
- Reporting of t i m e l y a u d i t o r involvement apart from annual 
r e p o r t i n g i s needed, but an a u d i t base should be 
p r e r e q u i s i t e . 
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The S e t t i n g of the A u d i t F u n c t i o n and C o n s i d e r a t i o n s  
A f f e c t i n g I t s E x t e n s i o n 
The Commission rec o g n i z e s that although a u d i t i n g i s an 
economic f u n c t i o n , government, mostly through the SEC, has 
i n t e r c e d e d to assure minimum a u d i t requirements f o r p u b l i c l y h e l d 
companies. Though c o s t - b e n e f i t a n a l y s i s i s c o n s i d e r e d and the 
Commission agrees i t i s a p p r o p r i a t e to apply i n p r i n c i p l e , the 
i n a b i l i t y to develop a p r a c t i c a l method f o r a p p l i c a t i o n of 
c o s t - b e n e f i t a n a l y s i s to a u d i t i n g i s a s e r i o u s problem. The Report 
concludes t h a t : " I f s o c i e t y needs new s e r v i c e s , the p u b l i c 
accounting p r o f e s s i o n should meet those needs w i t h i n i t s a b i l i t i e s 
to d e l i v e r the requested s e r v i c e s . " 
In the absence of c o s t - b e n e f i t measurements, the Report 
attempts to p r o v i d e a framework to guide the e v o l u t i o n (although 
there are a few "immediate" recommendations) of the a u d i t f u n c t i o n 
i n t o areas beyond the annual a u d i t of f i n a n c i a l statements. The 
main c o n s i d e r a t i o n i s t h a t a g r e a t d e a l of i n f o r m a t i o n r e p o r t e d by 
c o r p o r a t i o n s and a s s i m i l a t e d by users i s r e l e a s e d throughout the 
year, not i n c o n n e c t i o n with the annual r e p o r t . I t i s , t h e r e f o r e , 
l o g i c a l to the Commission that the a u d i t f u n c t i o n be continuous — 
a p p l i e d to the processes used to generate f i n a n c i a l i n f o r m a t i o n , as 
w e l l as to the i n f o r m a t i o n i t s e l f . I f the a u d i t o r " a t t e s t s " to 
these processes throughout the year, users w i l l be g i v e n g r e a t e r 
assurance that non-annual f i n a n c i a l i n f o r m a t i o n has improved i n 
r e l i a b i l i t y . 
We b e l i e v e S e c t i o n 6 i s important and u s e f u l , e s p e c i a l l y i n 
r e c o g n i z i n g the importance of b e n e f i t - c o s t a n a l y s i s as an u n d e r l y i n g 
concept, and i n e s t a b l i s h i n g workable c r i t e r i a f o r d e c i d i n g when an 
extended s e r v i c e i s w i t h i n the a u d i t o r ' s p r o v i n c e . We too have no 
immediate answers on c o s t s o v e r a l l , but we t h i n k the Commission 
might have been able to o b t a i n c o s t ranges f o r c e r t a i n of the 
s p e c i f i c suggestions contained i n t h i s S e c t i o n as w e l l as throughout 
i t s Report.(6-1) 
We b e l i e v e t h a t , although the SEC i s a c t i n g c o n s c i e n t i o u s l y 
i n e s t a b l i s h i n g many a u d i t and r e l a t e d requirements f o r p u b l i c l y 
h e l d companies, the market concept should be the b a s i c concept 
observed i n a l l cases where i t has not been c l e a r l y demonstrated 
th a t r e g u l a t i o n i s necessary. And r e g u l a t o r y n e c e s s i t y should 
r e q u i r e a showing that i n s t a n c e s of s i g n i f i c a n t l o s s to users would 
have been avoided by e x t e n s i o n of the a u d i t f u n c t i o n or t h a t l o s s e s 
c o u l d reasonably be expected to be prevented or minimized i n the 
f u t u r e through r e g u l a t i o n . 
The d i f f i c u l t y with even t h i s kind of standard i s that the 
s i t u a t i o n s which impel gr e a t e r a u d i t e f f o r t o f t e n g a i n g r e a t 
n o t o r i e t y , and thus may be viewed out of p e r s p e c t i v e . They o f t e n 
r e s u l t i n i n c r e a s i n g the c o s t of a l l a u d i t s to avoid problems of a 
breadth yet to be demonstrated. To allow t h i s without c o s t - b e n e f i t 
d e l i b e r a t i o n s seems to us to be wrong. 
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At t h i s p o i n t i n time, g i v e n recent improvements i n 
a u d i t i n g standards i n the areas of management f r a u d , i l l e g a l a c t s 
and review of q u a r t e r l y f i n a n c i a l statements, we see no other 
p o t e n t i a l areas of e x t e n s i o n of a u d i t i n g s e r v i c e s which should be 
made mandatory f o r e i t h e r p u b l i c l y or p r i v a t e l y h e l d companies. We 
b e l i e v e c u r r e n t p r a c t i c e s augmented by a requirement t h a t the 
a u d i t o r ' s r e p o r t regarding q u a r t e r l y statements be f i l e d with Form 
10-Q,(6-2) e s t a b l i s h a r e s p o n s i v e minimum. 
A c c o r d i n g l y , companies should at t h e i r d i s c r e t i o n engage 
a u d i t o r s to perform a d d i t i o n a l s e r v i c e s which the d i r e c t o r s and 
management b e l i e v e w i l l enhance t h e i r p o s i t i o n with u s e r s . Or users 
( s h a r e h o l d e r s , c r e d i t o r s and others) may prompt such a d d i t i o n a l 
s e r v i c e s on t h e i r own b e h a l f . These market-based approaches are 
e n t i r e l y a p p r o p r i a t e and can be d i s c l o s e d and r e p o r t e d upon i n 
compliance with the Commission's recommendations. Companies not 
e l e c t i n g such s e r v i c e s c o u l d i n d i c a t e t h e i r r e s p o n s i b i l i t i e s f o r 
c o n t r o l s and f i n a n c i a l i n f o r m a t i o n and s t a t e they do not b e l i e v e 
a u d i t o r a s s o c i a t i o n i s necessary.(6-3) Because much of the data 
w i l l be s u b j e c t to a u d i t a n n u a l l y , a "track r e c o r d " w i l l be 
e s t a b l i s h e d to p r o v i d e a measure of r e l i a b i l i t y about those 
a s s e r t i o n s l a c k i n g t i m e l y a u d i t o r involvement. I f i n s t a n c e s of 
m i s r e p r e s e n t a t i o n emerge, the F e d e r a l S e c u r i t i e s Laws seem to us to 
be more than an adequate r e d r e s s . 
The Boundaries of the A u d i t F u n c t i o n 
While i t i s t r u e that r e l a t i o n s h i p s between the a u d i t o r and 
c l i e n t tend to be continuous, there must be c o n s i d e r a b l e 
s p e c i f i c a t i o n before the a u d i t o r becomes the c e n t u r i o n of c o r p o r a t e 
" p r o p r i e t y . " That a u d i t o r s cannot be o b l i v i o u s to events o c c u r r i n g 
between annual a u d i t s was e s t a b l i s h e d long ago.(6-4) A c c o r d i n g l y , 
the s p e c i f i c r e s p o n s i b i l i t i e s the a u d i t o r has i n h i s c o n t i n u i n g 
r e l a t i o n s h i p must be s p e l l e d out and as a d d i t i o n a l r e s p o n s i b i l i t i e s 
are added, we are sure the Commission agrees t h i s should be done 
d e l i b e r a t e l y , r a t h e r than by a broad sweep-in. 
The idea of r e e s t a b l i s h i n g the boundary(6-5) of the a u d i t 
f u n c t i o n based on "the a u d i t o r ' s competence and the e x i s t e n c e of 
o p e r a t i o n a l c r i t e r i a " ( 6 - 6 ) may not, however, be an e n t i r e l y v a l i d 
approach. In S e c t i o n 1 the Commission suggests a s o c i e t a l value 
r o l e , yet i n S e c t i o n 5 there i s a h i n t that l a t e r , though not 
p r e s e n t l y , a u d i t o r s can become versed i n many d i s i p l i n e s . The o n l y 
way to extend boundaries i s to c o n s i d e r each matter on i t s own 
m e r i t s i n a l o g i c a l sequence.(6-7) 
The Commission recognizes that the competence c r i t e r i o n 
must be l i m i t e d (p. 57), but c o u l d be more a s s e r t i v e i n i t s f i n a l 
r e p o r t , not r e l y i n g on the assumption t h a t i l l o g i c a l a s c r i p t i o n s to 
a u d i t o r s w i l l not occur. 
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As we have a l r e a d y d i s c u s s e d i n S e c t i o n 2, f i n a n c i a l 
i n f o r m a t i o n needs i d e n t i f i c a t i o n as to i t s i n h e r e n t degree of 
f a c t u a l i t y or i n t e r p r e t a t i o n . The Report r e c o g n i z e s t h i s 
d i s t i n c t i o n i n d i s c u s s i n g "the importance of v e r i f i a b l e i n f o r m a t i o n " 
(p. 58) but l e a v e s the impression that the a u d i t f u n c t i o n should 
h e a v i l y lean toward the v e r i f i a b l e . In our response to the 
F i n a n c i a l Accounting Standards Board on the O b j e c t i v e s of F i n a n c i a l 
Statements, we r e c o g n i z e that f i n a n c i a l statements must i n c l u d e the 
range from f a c t u a l through i n t e r p r e t i v e , but e x c l u d i n g the 
s p e c u l a t i v e . Our broader view, t h e r e f o r e , makes us somewhat more 
s e n s i t i v e to the e x t e n s i o n of the a u d i t o r ' s r o l e . V e r i f i a b i l i t y 
w i l l be a t e s t , but we p r e d i c t not a compelling one. 
Need and Mechanism f o r Expansion of the A u d i t F u n c t i o n 
The Commission recommends u l t i m a t e e x t e n s i o n of the 
a u d i t o r ' s involvement to the e n t i r e r e p o r t i n g p r o c e s s . We agree i n 
concept, so long as there i s s p e c i f i c a t i o n of the elements of the 
f i n a n c i a l r e p o r t i n g process i n which the a u d i t o r g r a d u a l l y becomes 
i n v o l v e d over time, along with standards f o r h i s involvement, and a 
measure of p r o t e c t i o n acknowledging that the f u r t h e r i n v o l v e d he 
becomes, the l e s s r e l i a b l e h i s assurance i s going to be. 
" A u d i t i n g the f i n a n c i a l r e p o r t i n g p r o c e s s " — We agree t h a t 
the a u d i t o r ' s r e l a t i o n s h i p with p u b l i c l y h e l d c l i e n t s should be a 
continuous f u n c t i o n , i n c l u d i n g perhaps areas beyond those d i s c u s s e d 
by the Commission i n the ensuing s u b s e c t i o n s . We have s e v e r a l 
o v e r a l l suggestions to make at the o u t s e t : 
1. As an o b j e c t i v e , the annual a u d i t should be completed and 
r e p o r t e d on w i t h i n 90 days a f t e r year-end.(6-8) 
2. Q u a r t e r l y statements should be reviewed i n accordance with 
SAS No. 10 and reported upon as p a r t of Form 10-Q using a 
p o s i t i v e - a s s u r a n c e r e p o r t . 
3. Management should i n d i c a t e i n i t s r e p o r t (as recommended by 
the Commission i n S e c t i o n 7) i t s r e s p o n s i b i l i t y f o r the 
company's i n t e r n a l c o n t r o l and f i n a n c i a l i n f o r m a t i o n , and 
the extent and consequences of i t s e l e c t i o n to have the 
independent a u d i t o r s extend t h e i r procedures beyond 
mandatory l e v e l s . 
4. The independent a u d i t o r would address i n h i s r e p o r t the 
q u a l i t y of content of management's r e p o r t . 
"Expanded study and e v a l u a t i o n of i n t e r n a l c o n t r o l " — The 
Report of T e n t a t i v e C o n c l u s i o n s a s s e r t s (p. 60): "The f i r s t step 
... which should be adopted immediately, would be to r e q u i r e the 
a u d i t o r to expand h i s study and e v a l u a t i o n of the c o n t r o l s over the 
accounting system to form a c o n c l u s i o n on the f u n c t i o n i n g of the 
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system during the year." And on p. 61, the recommendation 
c o n t i n u e s : "The a u d i t o r should be r e q u i r e d to review and t e s t the 
e n t i r e system. The o b j e c t i v e of t h i s study and e v a l u a t i o n would be 
to enable the a u d i t o r to reach a c o n c l u s i o n on whether c o n t r o l s over 
each s i g n i f i c a n t p a r t of the accounting system p r o v i d e reasonable, 
though not a b s o l u t e , assurance t h a t the system i s f r e e of m a t e r i a l 
weakness." 
Implementation of these recommendations on a l l p u b l i c l y 
h e l d companies would be extremely c o s t l y , i n our o p i n i o n . Although 
many a u d i t s are done i n a way t h a t f a c i l i t a t e s t h i s approach, we 
think most are not. The approach now taken, sanctioned by 
p r o f e s s i o n a l standards, i s u s u a l l y based on an economic a n a l y s i s . A 
p r e l i m i n a r y e v a l u a t i o n of i n t e r n a l c o n t r o l f o r m a t e r i a l weaknesses 
i s made i n a l l s i g n i f i c a n t areas, but systems t e s t i n g may or may not 
be performed depending on many p r a c t i c a l c o n s i d e r a t i o n s r e l a t i n g to 
s u b s t a n t i v e t e s t s . ( 6 - 9 ) When systems t e s t s are performed, a g r e a t e r 
amount of d e t a i l e d systems i n f o r m a t i o n i s r e q u i r e d than when 
performing o n l y a p r e l i m i n a r y review of the system without t e s t i n g . 
R e q u i r i n g systems t e s t s i n a l l s i g n i f i c a n t areas w i l l 
i n c r e a s e t o t a l a u d i t e f f o r t g r e a t l y and c o u l d d e t r a c t from a more 
e f f e c t i v e o v e r a l l annual a u d i t r e s u l t . I t i s c o n c e i v a b l e when 
a u d i t o r s are f o r c e d to extend systems (compliance) t e s t i n g to comply 
with t h i s recommendation, that they w i l l be motivated to reduce 
other (substantive) t e s t s as much as p o s s i b l e . T h i s may cause 
e x c e s s i v e r i s k s i n a u d i t i n g year-end f i n a n c i a l statement balances, 
d e s p i t e the f a c t t h a t the a u d i t of the annual f i n a n c i a l statements 
must remain the primary focus of the a u d i t f u n c t i o n . 
As we have s t a t e d i n S e c t i o n 4 r e g a r d i n g f r a u d d e t e c t i o n 
(p. 4.8) the Commission's apparent assumption t h a t the a u d i t o r 
s t u d i e s and e v a l u a t e s a l l i n t e r n a l c o n t r o l s , at l e a s t i n l a r g e 
p u b l i c l y h e l d companies,(6-10) i s not q u i t e c o r r e c t . The thought 
t h a t t h i s recommendation should be adopted immediately a l s o suggests 
the Commission views the undertaking as a r e l a t i v e l y easy one, and 
t h e r e f o r e may misunderstand the e f f e c t we think i t would have on 
a u d i t p l a n n i n g p r a c t i c e s . 
The Commission c o u l d be very h e l p f u l i f i t were to g i v e i t s 
b a s i s f o r reaching t h i s c o n c l u s i o n . We would a p p r e c i a t e the 
o p p o r t u n i t y to p r o v i d e a c o n s t r u c t i v e c r i t i q u e i n t h i s area, based 
on our f i r m ' s c u r r e n t research and recent adoption of a more 
c o n c e p t u a l i z e d a u d i t approach. 
The o b j e c t i v e s t a t e d by the Commission (p. 61) — to enable 
the a u d i t o r to reach a c o n c l u s i o n and p r o v i d e reasonble assurance 
that each s i g n i f i c a n t p a r t of the system i s f r e e of m a t e r i a l 
weaknesses — i s a d e s i r a b l e one, but i n i t s e l f i s based on the i d e a 
t h a t c o n t r o l systems should deter and d e t e c t m a t e r i a l management 
fra u d and i l l e g a l or q u e s t i o n a b l e a c t s . In most r e s p e c t s , i n t e r n a l 
accounting c o n t r o l systems work best as safeguards a g a i n s t 
d e f a l c a t i o n of a s s e t s and border on impotence when standing guard 
a g a i n s t c o l l u s i o n and unique management a c t i v i t i e s . 
6.5 
Thus the r e p o r t i n g on t h i s s u b j e c t a n t i c i p a t e d by the 
Commission i n i t s d i s c u s s i o n of "The E f f e c t on Reporting P r a c t i c e " 
and i n S e c t i o n 7 c o u l d tend to overassure a u d i t e d f i n a n c i a l 
statement u s e r s , e s p e c i a l l y by the proposed requirement t h a t 
a u d i t o r s now begin to evaluate a l l s i g n i f i c a n t systems. 
A u d i t o r s now make recommendations to management concerning 
m a t e r i a l weaknesses. I t i s t r u e t h a t these c o u l d be d i s c l o s e d by 
management along with an i n d i c a t i o n of whether they were r e c e i v e d as 
p a r t of the r e g u l a r a u d i t or as the r e s u l t of a s p e c i a l e x t e n s i o n of 
s e r v i c e s . But a m i s s i n g i n g r e d i e n t i n the Commission's a n a l y s i s 
seems to be f a i l u r e to c o n f r o n t the prospect of extreme v a r i a b i l i t y 
i n 
- a u d i t o r s ' p e r c e p t i o n s of what c o n s t i t u t e s a m a t e r i a l 
weakness(6-11) 
- the i n c i s i v e n e s s of a u d i t o r s ' "suggestions" f o r the 
c o r r e c t i o n of weaknesses. 
Thus, the a c c e p t a b i l i t y of management's response to a u d i t o r s ' 
suggestions — p a r t i c u l a r l y i f management opines t h a t the 
suggestions d e a l with immaterial areas or simply do not make sense 
— w i l l be as d i f f i c u l t to assess as the v a l i d i t y of the a u d i t o r s ' 
p e r c e p t i o n s i n the f i r s t p l a c e . We r e c o g n i z e t h a t e v e n t u a l l y 
o b j e c t i v e standards f o r i d e n t i f y i n g , d e s c r i b i n g , c o s t - e v a l u a t i n g and 
r e c t i f y i n g m a t e r i a l i n t e r n a l c o n t r o l weaknesses must come, but 
c o n s i d e r a b l e advance p r e p a r a t i o n i s needed. There i s , simply, a 
need to a v o i d c o n t e s t s with management over p u b l i s h e d words u n t i l 
a l l p a r t i e s know what they are t a l k i n g about, and u n t i l managements 
and a u d i t o r s know how to say i t s t r a i g h t . 
F u r t h e r , the Commission should a l s o c o n s i d e r how users 
might i n t e r p r e t t h i s information.(6-12) Many users do not 
understand the nature of f i n a n c i a l statements and f i n a n c i a l 
reporting.(6-13) We have s e r i o u s doubts t h a t they would understand 
anything as t e c h n i c a l and c i r c u m s t a n t i a l as i n t e r n a l c o n t r o l s . We 
b e l i e v e r e s e a r c h on communicating such matters to non-accountants 
should be conducted before d e t a i l s are i n c l u d e d i n a l l p u b l i s h e d 
annual r e p o r t s . I f the Commission nonetheless b e l i e v e s i n immediacy 
of a c t i o n , our example of what management c o u l d say i s as f o l l o w s : 
"We have engaged our a u d i t o r s to extend t h e i r review of 
i n t e r n a l c o n t r o l s beyond the l e v e l s normally r e q u i r e d f o r 
t h e i r annual a u d i t . We i n t e n d to c y c l e t h i s review so t h a t 
f u l l coverage i s accomplished every three y e a r s , as p a r t of 
our program to reasonably maintain the e f f e c t i v e n e s s of our 
accounting and c o n t r o l systems to be responsive to changes 
i n our business and a d m i n i s t r a t i v e p r a c t i c e s . 
"Because i n t e r n a l c o n t r o l systems design and e f f e c t i v e n e s s 
i s a h i g h l y complex matter we have not i n c l u d e d a copy of 
our a u d i t o r ' s r e p o r t on i n t e r n a l c o n t r o l s h e r e i n . However, 
i t i s a v a i l a b l e and can be obtained by w r i t i n g our c o r p o r a t e 
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o f f i c e . We have reviewed a l l of i t s contents with our 
a u d i t o r s and have e i t h e r implemented or begun implementing 
a l l those recommendations where, i n our judgment, the 
a c t u a l or p o t e n t i a l b e n e f i t from the recommendations w i l l 
outweigh t h e i r r e l a t e d c o s t s . " 
"Timely involvement i n the f i n a n c i a l r e p o r t i n g p r o c e s s " — 
The Commission d i s c u s s e s at some l e n g t h (pp. 62-67) th a t "... the 
a u d i t f u n c t i o n should expand to i n c l u d e o b t a i n i n g an understanding 
of the process used by the company to prepare s i g n i f i c a n t f i n a n c i a l 
i n f o r m a t i o n r e g u l a r l y throughout the year ..."(p. 62); that "... 
t e s t s throughout the year would be r e q u i r e d ..."(p. 63); and t h a t 
"... a u d i t o r s ( w i l l ) change the t r a d i t i o n a l approach to r e p o r t i n g , " 
to d i s l o d g e the user's f i x a t i o n on a u d i t o r s ' r e p o r t s as a stamp of 
a p p r o v a l . ( p . 66) An i l l u s t r a t i v e i n t e r i m r e p o r t i s g i v e n . 
We agree, as s t a t e d e a r l i e r i n t h i s S e c t i o n , t h a t the 
a u d i t o r should be i n v o l v e d i n the q u a r t e r l y r e p o r t i n g process of h i s 
p u b l i c l y h e l d c l i e n t s . The o p t i o n a l approach p r o v i d e d under SAS 
Nos. 10 and 13 seems i n a p p r o p r i a t e when under ASR No. 177 companies 
are r e q u i r e d to p r e s e n t , i n an "unaudited" f o o t n o t e , four q u a r t e r s ' 
f i n a n c i a l data ( s u b s t a n t i a l l y a Form 10-Q t a b u l a t i o n ) ; and the 
a u d i t o r would be r e q u i r e d under SAS No. 13 to remark i n h i s r e p o r t 
i f he knew of any m a t e r i a l misstatements t h e r e i n . 
Paragraph 31 of APB Opinion 28 (1973) has r e q u i r e d 
d i s c l o s u r e of unusual, i n f r e q u e n t and year-end a d j u s t i n g items i n 
the absence of a separate f o u r t h quarter r e p o r t . Thus, a u d i t o r s 
have for years p a i d c a r e f u l a t t e n t i o n to t h i s , and t h e r e f o r e have 
giv e n at l e a s t some a t t e n t i o n to the proper d i s p e r s i o n of accounting 
events i n a l l four q u a r t e r s . 
The i d e a of t i m e l y involvement i s not new, and i t need not 
be e l a b o r a t e d t h a t a u d i t o r s ' r e l u c t a n c e to acknowledge formal 
a t t e s t a t i o n stems from the l i t i g i o u s environment — one t h a t demands 
a r i g o r o u s standard the a u d i t o r can observe l e s t the standard be as 
f l a c c i d as p l a i n t i f f s a l l e g e and c o u r t s adjudge. T h i s i s the 
problem to a t t a c k ; yet the Commission seems to have not f u l l y 
addressed i t . ( 6 - 1 4 ) 
For example, on page 63, a l i m i t e d review under SAS No. 10 
i s d e s c r i b e d as something l e s s e x t e n s i v e than an a u d i t . We a l l know 
t h a t . Since i t i s not p o s s i b l e to p r e c i s e l y d e f i n e an a u d i t , 
anything c o n t r a s t e d i n r e l a t i o n to i t i s a l s o not d e f i n a b l e . Yet 
the Commission suggests an expansion, but s t i l l l e s s than an a u d i t 
of q u a r t e r l y information.(6-15) 
The Commission's exemplary d i s c u s s i o n on the content of 
i n t e r i m reviews (p. 64) adds thought(6-16) to the recommendation, 
but not d e f i n i t i o n . I f anything, t h i s d i s c o u r s e d e a l s with known 
problems s u s c e p t i b l e (as are most a u d i t i n g t o p i c s ) of continuous 
debate. 
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We urge the Commission to d e f i n e a l i m i t e d review separate 
from c o n s i d e r a t i o n s of a u d i t o r r i s k , so t h a t i t can be viewed i n a 
t r u l y c o n c e p t u a l s t a t e . We think t h a t the p r o l i f e r a t i o n of negative 
assurance — which i n our view i s an i n a p p r o p r i a t e a t t e s t a t i o n 
blended f o r d e f e n s i v e purposes — might even be r e v e r s i b l e i f 
concept c o u l d be d i s t i l l e d f o r d i s c u s s i o n purposes. 
A l l t h i s l eads us, t h e r e f o r e , to agree with the g o a l s 
s t a t e d by the Commission on page 68: 
- "... i t may be p o s s i b l e to determine the p r o b a b i l i t i e s t h a t 
the procedures i n each form of assurance w i l l d e t e c t 
v a r i o u s e r r o r s , omissions or m i s r e p r e s e n t a t i o n s . " 
- "... the d i s t i n c t i o n s between a u d i t s and reviews should 
g r a d u a l l y become l e s s s i g n i f i c a n t and the l a c k of 
understanding them l e s s of a problem." 
Sep a r a t i n g jeopardy from the reasoning process c o u l d help i n 
achievement of these g o a l s . 
The exemplary " i n t e r i m r e p o r t of independent a u d i t o r s " 
(p. 66) i s c e r t a i n l y an improvement over those now sanctioned by SAS 
Nos. 10 and 13. I t would be even f u r t h e r improved by s u b s t i t u t i n g 
the f o l l o w i n g wording f o r the f i r s t and second sentences of the 
t h i r d paragraph: 
"We have reviewed the company's process of p r e p a r i n g 
q u a r t e r l y f i n a n c i a l i n f o r m a t i o n ; we b e l i e v e the process i s 
adequate f o r t h a t purpose, and we have observed t h a t the 
process was used i n p r e p a r i n g the accompanying q u a r t e r l y 
data." 
Note the absence of negative assurances i n our wording and 
the avoidance of " m a t e r i a l weaknesses," which we have c h a l l e n g e d 
e a r l i e r i n t h i s s e c t i o n . 
Need f o r an a u d i t base — to accomplish the recommendations 
made so f a r i n t h i s s e c t i o n , i t w i l l be necessary t h a t the A u d i t i n g 
Standards Board i n c o o p e r a t i o n with the SEC develop the " a u d i t o r of 
r e c o r d " concept (p. 66). We wonder whether continuous involvement 
means t h a t at l e a s t an e n t i r e year must be d e a l t with by an a u d i t o r 
and that there should be no midstream changes i n a u d i t o r s . I f so, 
there c o u l d be c o n s i d e r a b l e d i f f i c u l t i e s i n implementation.(6-17) 
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The Commission's T e n t a t i v e C o n c l u s i o n s — Beyond the A u d i t F u n c t i o n 
- A u d i t o r s should be c o n s u l t e d on c u r r e n t r e l e a s e s of 
m a t e r i a l f i n a n c i a l i n f o r m a t i o n but should not s e p a r a t e l y 
r e p o r t thereon. 
- The a u d i t f u n c t i o n must be extended to other i n t e r p r e t i v e 
i n f o r m a t i o n i n the annual r e p o r t not c o n t a i n e d w i t h i n the 
f i n a n c i a l statements; present requirements i n SAS No. 8 are 
too l i m i t e d . 
- A u d i t o r reviews c o u l d be made of the f o r e c a s t i n g process i f 
i t becomes s t a n d a r d i z e d to the same extent as other 
accounting i n f o r m a t i o n . 
- A u d i t o r s should not become i n v o l v e d i n e v a l u a t i n g 
management's d e c i s i o n s or performances as to e f f i c i e n c y , 
economy and e f f e c t i v e n e s s . 
"Current r e l e a s e s of m a t e r i a l i n f o r m a t i o n " — We agree t h a t 
p u b l i c r e p o r t i n g based on a very l i m i t e d degree of involvement i s an 
i n a p p r o p r i a t e and undue fragmentation of the a u d i t f u n c t i o n . But we 
b e l i e v e i t prudent to c o n t i n u o u s l y c o n s u l t i n t e r n a l l y with c l i e n t s 
r e garding a l l complex and s i g n i f i c a n t f i n a n c i a l accounting and 
r e p o r t i n g matters. For example, press r e l e a s e s and Form 8-K 
d i s c l o s u r e of m a t e r i a l f i n a n c i a l events are best addressed when they 
may yet be r e v i s e d . 
The Commission c o u l d a l s o have addressed c e r t a i n other 
requirements f o r fragmentary r e p o r t i n g , f o r example — 
- ASR 138 — the a u d i t o r ' s l e t t e r s t a t i n g t h a t l a r g e or 
unusual changes are t r e a t e d i n conformity with g e n e r a l l y 
accepted accounting p r i n c i p l e s 
- New York Stock Exchange l e t t e r on the a p p r o p r i a t e use of 
p o o l i n g of i n t e r e s t s accounting f o r a business combination 
- I n s t r u c t i o n H-(f) of Form 10-Q (and SAB 6) r e q u i r i n g an 
a u d i t o r ' s p r e f e r a b i l i t y e x p r e s s i o n f o r an accounting change 
(though t h i s i s a l l u d e d to i n S e c t i o n 2). 
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We recommend th a t the Commission i n i t s f i n a l Report take a 
p o s i t i o n a g a i n s t these and s i m i l a r s i t u a t i o n s , i n favor of the 
developing c o n t i n u i n g a s s o c i a t i o n concept. 
"Other annual r e p o r t data" (6-18) — I t i s easy to support 
the recommendation of "... an immediate e x t e n s i o n of the a u d i t 
f u n c t i o n to other i n f o r m a t i o n i n the annual r e p o r t " (p. 68) because 
there i s l i t t l e s p e c i f i c a t i o n of what the Commission wants beyond 
the e x i s t i n g requirements of SAS No. 8. I f i t i s simply a matter of 
embracing t h a t m a t e r i a l i n the r e p o r t on the a u d i t f u n c t i o n ( S e c t i o n 
7), that can be done, though care must be taken to be s p e c i f i c about 
what i s i n c l u d e d and what r e s p o n s i b i l i t y the a u d i t o r takes f o r i t as 
i t s content of management i n t e r p r e t a t i o n i n c r e a s e s . The a u d i t o r 
should d e a l with i n f o r m a t i o n " w i t h i n the l i m i t s of f i n a n c i a l 
accounting"(6-19) and a v o i d only m a r g i n a l l y r e l a t e d areas such as 
marketing and personnel achievements and q u a l i f i c a t i o n s . 
Our recent experiences with SAS No. 8 p o i n t out a weakness 
that perhaps c o u l d be r e c t i f i e d by the Commission being more 
s p e c i f i c i n i t s f i n a l r e p o r t . We have observed d i f f e r e n c e s i n 
annual r e p o r t t e x t u a l , t a b u l a r and summary d e s c r i p t i o n s of f i n a n c i a l 
statement i n f o r m a t i o n , but the p r e s e n t a t i o n o u t s i d e of the f i n a n c i a l 
statements i s so c l e a r l y e x p l a i n e d as d i f f e r i n g t h a t no reader c o u l d 
misunderstand i t — though he might be u t t e r l y confused about the 
reason f o r the d i f f e r e n c e . One example i s the p r e s e n t a t i o n of 
f o r e i g n currency t r a n s l a t i o n gains and l o s s e s , n e i t h e r an 
e x t r a o r d i n a r y item nor to be s t a t e d net of tax or per share on the 
face of an income statement, but sometimes e x p l a i n e d and presented 
so to appear elsewhere i n the annual r e p o r t . 
I t i s not c l e a r t h a t SAS No. 8 r e q u i r e s any a u d i t o r a c t i o n 
i n such a s i t u a t i o n — and p a r t l y at f a u l t i s the l a c k of g u i d e l i n e s 
or standards f o r summarizing, or what c o n s t i t u t e s an unacceptable 
summary o f , f i n a n c i a l i n f o r m a t i o n . 
" F i n a n c i a l f o r e c a s t s " — A d i s t i l l a t i o n of the Report's 
three paragraphs on f o r e c a s t s i s : "Not now!" The Commission 
probably has l i t t l e c h o i c e but to stand a s i d e , g i v e n the burden of 
a l l past and p r e s e n t o r i e n t e d matters to d e a l with. Touche Ross i s 
i n favor of experimental p u b l i c a t i o n of f i n a n c i a l f o r e c a s t s , along 
with a u d i t o r a s s o c i a t i o n . Among our reasons are: 
1. The p r o f e s s i o n has made more inroads than acknowledged by 
the Commission: 
- The Accounting Standards E x e c u t i v e Committee of the AICPA 
has i s s u e d i t s Statement of P o s i t i o n No. 75-4 on 
" P r e s e n t a t i o n and D i s c l o s u r e of F i n a n c i a l F o r e c a s t s . " 
- The AICPA's Management A d v i s o r y S e r v i c e s E x e c u t i v e 
Committee has p u b l i s h e d " G u i d e l i n e s f o r Systems f o r the 
P r e p a r a t i o n of F i n a n c i a l F o r e c a s t s (August 1975)." 
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- The SEC has proposed approaches to f o r e c a s t p r e s e n t a t i o n 
i n s e c u r i t i e s a c t s f i l i n g s . 
2. Touche Ross i s a strong proponent of c u r r e n t value 
accounting which i n i d e a l concept would i n c o r p o r a t e present 
value of f u t u r e cash flows. Experience with f o r e c a s t i n g 
would a s s i s t i n a c h i e v i n g r e c o g n i t i o n f o r c u r r e n t value 
accounting. 
T h i s m i s s i n g l i n k i s what the a u d i t o r / a t t e s t o r should say 
about the f o r e c a s t . C o n s i d e r a b l e e f f o r t s have been expended i n the 
A u d i t i n g Standards E x e c u t i v e Committee and continue i n a Task Force 
— and p a r t of the dilemma i s the u b i q u i t o u s l i t i g a t i o n s p e c t r e . We 
have developed our own " p o s i t i v e assurance" form of r e p o r t i n g (not 
vouching, of course, f o r a c h i e v a b i l i t y ) , awaiting AudSEC r e s o l u t i o n . 
We urge the Commission to r e c o n s i d e r the proper p l a c e of 
ongoing f i n a n c i a l f o r e c a s t s , as i t i s a matter on the near h o r i z o n 
of a u d i t o r s ' r e s p o n s i b i l i t i e s . 
" E f f i c i e n c y , economy and e f f e c t i v e n e s s " — The Commission 
recommends th a t the a u d i t f u n c t i o n should evolve to i n c l u d e these 
kinds of d i s c l o s u r e s r e q u i r e d by business e n t e r p r i s e s , but no 
mention i s made of m a t e r i a l i t y . Of course, not a l l governmentally 
r e q u i r e d d i s c l o s u r e s are of a m a t e r i a l i t y warranting a u d i t o r 
involvement. 
Touche Ross has p u b l i c l y urged the F i n a n c i a l Accounting 
Standards Board to step up to the d e l i n e a t i o n of accounting 
standards f o r governmental units.(6-20) We b e l i e v e the Commission 
may have e r r e d i n c o n c l u d i n g t h a t , as p a r t of the a u d i t o r ' s 
necessary involvement i n governmental u n i t s , e f f i c i e n c y , economy and 
e f f e c t i v e n e s s should not be d e a l t with; the accounting standards to 
be developed may contemporaneously i n c o r p o r a t e aspects of t h i s 
s u b j e c t . As has been p o i n t e d out i n the "GAO Yellow Book" and the 
AICPA's e x p l a n a t i o n of it(6-21) a u d i t o r s can perform a g a i n s t 
s u f f i c i e n t l y s p e c i f i e d q u a n t i t a t i v e standards. 
I f the a u d i t o r may have to c o n f r o n t requirements f o r 
e v a l u a t i o n i n a u d i t s of governmental u n i t s , the Commission's c u r r e n t 
c o n c l u s i o n that such a c t i v i t y i s incompatible with commercial 
e n t e r p r i s e a u d i t i n g may not be s u s t a i n a b l e . At the o u t s e t we 
admitted t h a t the a u d i t o r i s a r e p o r t e r and not an e v a l u a t o r of 
f i n a n c i a l i n f o r m a t i o n , but a u d i t i n g a g a i n s t o b j e c t i v e standards, 
however d e f i n e d by bodies empowered to do so, i s eminently w i t h i n 
the a u d i t o r ' s domain even f o r p r i v a t e e n t e r p r i s e s . 
We think the i n c o m p a t i b i l i t y i s s u e can be r e s o l v e d by 
c a r e f u l d e f i n i t i o n and a p p r o p r i a t e j o i n t p a r t i c i p a t i o n of other 
a p p r o p r i a t e p r o f e s s i o n s . Much the same i s true of r e p o r t i n g on the 
e f f e c t i v e n e s s of s o c i a l programs. 
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We recommend th a t the Commission restudy t h i s area and 
p o s s i b l e d e l i n e a t e the compatible, f e a s i b l e s e r v i c e s from the 
s u b j e c t i v e l y e v a l u a t i v e judgments which must be made by us e r s . 
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Footnotes t o S e c t i o n 6 
(6-1) On o c c a s i o n , the SEC requests that respondents to it's 
p r o p o s a l s comment on implementation c o s t s . Responses to the 
SEC might p r o v i d e a s t a r t . 
(6-2) I f t h i s were to be done, we concur i n the Commission's o p i n i o n 
that such r e p o r t s should communicate i n a p o s i t i v e f a s h i o n , as 
c o n t r a s t e d to the negative assurance r e p o r t now prepared i n 
accordance with SAS No. 13. 
(6-3) The "me too" syndrome i s a d i f f i c u l t one to d e a l w i t h . We are 
not prepared t o f u l l y e x p l a i n how a management d i s m i s s e s a 
competitor's more e x t e n s i v e a u d i t o r involvement; t h i s 
underscores the p o s s i b i l i t y of the Commission's 
recommendations e v e n t u a l l y c o v e r i n g a l l business even i f not 
now intended. 
(6-4) For example, Ya l e Express, SAS No. 1, S e c t i o n 561. 
(6-5) "Boundary" connotes a f i x e d p o s i t i o n . The Commission seems to 
be i n favor of a f l o a t i n g fence, as the needs of s o c i e t y vary 
— u s u a l l y expanding. 
(6-6) Here the Commission c i t e s the Committee on B a s i c A u d i t i n g 
Concepts, A Statement of B a s i c A u d i t i n g Concepts, S t u d i e s i n 
Accounting Research No. 6 (Sarasota, F l a . : American Accounting 
A s s o c i a t i o n , 1973), p. 5. 
(6-7) An example of such a d e c i s i o n model i s : 
1. I d e n t i f y the s o c i e t a l malady. 
2. What seems to be needed w i t h i n the l i m i t s of f i n a n c i a l 
a c counting, r e p o r t i n g and a u d i t i n g ? 
3. I f the need were f u l f i l l e d , to what extent would the malady 
be c o r r e c t e d ? 
4. What s p e c i f i c recommendation i s apropos? 
5. Is i t f e a s i b l e ? How? Any s i d e e f f e c t s ? 
6. Who i s to c a r r y out the recommendation? 
7. When should i t be done? 
8. What w i l l i t c o s t , c o n s i d e r i n g a l l the above? Is i t more 
expensive than the malady? I f so, what compelling reason 
i s there to do i t anyway? 
(6-8) However, i n our d i s c u s s i o n of time p r e s s u r e s i n S e c t i o n 9, 
page 9.19, we con s i d e r o b t a i n i n g a d d i t i o n a l 10-K f l e x i b i l i t y 
from the SEC. 
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(6-9) Our f i r m ' s r e c e n t l y adopted co n c e p t u a l a u d i t i n g approach i s 
d e s c r i b e d i n S e c t i o n 9, page 9.13 and foo t n o t e (9-13). 
(6-10) S e v e r a l Commissioners remarked at the p u b l i c meeting on June 
22, 1977 tha t they f e l t t h i s recommendation would not be too 
prob l e m a t i c on l a r g e a u d i t s . 
(6-11) Even SAS No. 1, paragraph 320.68, d e f i n e s a m a t e r i a l weakness 
as the a u d i t o r beholds i t : " . . . c o n d i t i o n he b e l i e v e s to be a 
m a t e r i a l weakness f o r h i s purpose." (Emphasis added.) 
(6-12) On page 62, the Commission supports by a c i t a t i o n from The  
Philosop h y of A u d i t i n g t h a t "Users have the r i g h t to expect 
the independent a u d i t o r to inform them of any m a t e r i a l 
uncorrected weaknesses...." The d i s c l o s u r e a c t i v a t o r , 
" s u f f i c i e n t l y important to i n f l u e n c e the judgment of one 
reading and a c t i n g on the f i n a n c i a l statements" i s a prime 
example of a u d i t o r c i r c u m f l u e n c e . I t seems to us e s p e c i a l l y 
i n the area of st u d y i n g , t e s t i n g and r e p o r t i n g on a l l 
s i g n i f i c a n t i n t e r n a l c o n t r o l systems, the Commission has 
l i t t l e c o n c r e t e evidence of need, u t i l i t y and 
communicability, and i s responding to a v a l i d concept s t i l l 
i n an embryonic stage. 
(6-13) See O b j e c t i v e One of FASB's T e n t a t i v e C o n c l u s i o n s on the 
O b j e c t i v e s of F i n a n c i a l Statements of Business E n t e r p r i s e s , 
d i s c u s s e d i n S e c t i o n 2 hereof. 
(6-14) The "safe harbor" concept (p. 147) does not even mention 
i n t e r i m r e p o r t i n g a s s o c i a t i o n . 
(6-15) Some a u d i t o r s favor no q u a r t e r l y involvement unless i t were 
to be an a u d i t . T h i s tempts us c o n c e p t u a l l y , were i t not f o r 
c o s t and manpower c o n s i d e r a t i o n s . 
(6-16) Here the Commission suggests that i n c r e a s e d knowledge of a 
company's budgets, earnings p l a n and o p e r a t i n g a c t i v i t i e s 
would a s s i s t the a u d i t o r i n e v a l u a t i n g the cumulative e f f e c t 
of the s e l e c t i o n and a p p l i c a t i o n of accounting p r i n c i p l e s . 
No doubt every l i t t l e b i t h e l p s . But the need f o r accounting 
p r i n c i p l e s to be made more s p e c i f i c to circumstances i s the 
most important i n g r e d i e n t . We have d i s c u s s e d t h i s s u b j e c t at 
le n g t h i n S e c t i o n 2. 
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(6-17) The Commission's comment on page 67 that a new a u d i t o r ' s 
a u d i t must have progressed s u f f i c i e n t l y to p r o v i d e a base 
e q u i v a l e n t to what would have e x i s t e d i f no a u d i t o r change 
o c c u r r e d r a i s e s the q u e s t i o n of i n t e r i m a u d i t o r changes. 
More s p e c i f i c t r a n s i t i o n a l d e t a i l s need to be worked out. 
N a t u r a l l y , uncompleted " c y c l e s " c o u l d be commented upon by 
the superseded a u d i t o r , along with a statement of the extent 
to which any of h i s e a r l i e r work might be a f f e c t e d by f a i l u r e 
to serve out h i s "term." Or, arrangements might be made f o r 
the succeeding a u d i t o r to reassume r e s p o n s i b i l i t y f o r the 
e a r l i e r , uncompleted c y c l e . 
(6-18) We presume the s h a r e h o l d e r s ' r e p o r t , not the 10-K, i s meant. 
(6-19) Defined i n the FASB's T e n t a t i v e C o n c l u s i o n s on O b j e c t i v e s of  
F i n a n c i a l Statements of Business E n t e r p r i s e s . 
(6-20) Touche Ross & Co., " P u b l i c F i n a n c i a l Reporting by L o c a l 
Government; Issues and a Viewpoint." 
(6-21) U n i t e d S t a t e s General Accounting O f f i c e , Standards f o r A u d i t  
of Governmental O r g a n i z a t i o n s , Programs, A c t i v i t i e s &  
F u n c t i o n s , 1972 and Committee on R e l a t i o n s with the General 
Accounting O f f i c e , A u d i t i n g Standards E s t a b l i s h e d by the  
GAP: T h e i r Meaning and S i g n i f i c a n c e f o r CPAs (New York: 
AICPA, 1973). 
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SECTION 7 
THE AUDITOR'S COMMUNICATION WITH USERS 
The Commission's T e n t a t i v e C o n c l u s i o n s 
- A r e p o r t on the e n t i r e a u d i t f u n c t i o n i s r e q u i r e d . 
- Management i s encouraged to p r e s e n t a r e p o r t acknowledging 
i t s r e s p o n s i b i l i t y f o r the r e p r e s e n t a t i o n s i n the f i n a n c i a l 
statements. 
- A r e f e r e n c e to c o n s i s t e n c y should be e l i m i n a t e d from the 
a u d i t o r ' s r e p o r t . 
- Accounting changes should be d e s c r i b e d i n a standard note 
to the f i n a n c i a l statements. 
- The p r e s e n t method of r e f e r r i n g to other a u d i t o r s should be 
e l i m i n a t e d . 
- Users of unaudited i n f o r m a t i o n should be informed about the 
work done and the assurances intended r a t h e r than merely 
that an a u d i t was not done. 
- The a u d i t o r should be present and a v a i l a b l e to answer 
q u e s t i o n s at the annual meeting of the s h a r e h o l d e r s . 
Major Communications D e f i c i e n c i e s 
In some r e s p e c t s what the Commission p e r c e i v e s as 
d e f i c i e n c i e s i n a u d i t o r s ' communications i s a r e a c t i o n to user 
d i s i n t e r e s t bred by years of f a m i l i a r i t y with the "same o l d words." 
True, there are many needs f o r b e t t e r communication, and we are 
i n c l i n e d to agree t h a t improvements are a c h i e v a b l e simply as a 
r e s u l t of s i g n i f i c a n t r e f o r m a t t i n g . At a minimum, the " s e a l of 
a p p r o v a l " m i s p e r c e p t i o n w i l l be d e a l t a w e l l deserved blow, and at 
best, users w i l l pay c a r e f u l a t t e n t i o n to the a u d i t o r ' s message, 
e s p e c i a l l y i f i t s content can be kept somewhat f l e x i b l e and e v o l v i n g . 
7.1 
A New Approach to Reporting 
"A r e p o r t on the a u d i t f u n c t i o n " — The o v e r a l l t h r u s t of 
t h i s s e c t i o n i s to c r e a t e a long e r , more i n f o r m a t i v e a u d i t o r ' s 
r e p o r t , so as to impel users to read i t i n order to o b t a i n an 
understanding of the a u d i t o r ' s r e s p o n s i b i l i t i e s and assurances. 
T h i s i s i n c o n t r a s t to the standard two paragraph short-form r e p o r t , 
now viewed as a s e a l of app r o v a l . 
We suspect that some users w i l l take the same approach to 
most anything the a u d i t o r p r o f f e r s , but agree t h a t some improvement 
i s a c h i e v a b l e as a r e s u l t of a b a s i c r e c o n s t r u c t i o n of the a u d i t o r ' s 
r e p o r t f o r the f i r s t time i n almost t h i r t y y e a r s . 
The Commission's recommendation t h a t "A r e p o r t on the 
e n t i r e a u d i t f u n c t i o n i s r e q u i r e d to pr o v i d e s u f f i c i e n t f l e x i b i l i t y 
to convey the r e q u i r e d i n f o r m a t i o n to use r s " i s , however, a mammoth 
undertaking, which w i l l r e q u i r e c o n s i d e r a b l e e f f o r t s of the A u d i t i n g 
Standards Board and the indulgence and p a r t i c i p a t i o n of the SEC. 
Though we wholeheartedly support i t , we have m i s g i v i n g s 
about the suggested " s t a n d a r d / v a r i a b l e " paragraphing. In the l a s t 
a n a l y s i s , i t seems the Commission, i n attempting to get the readers' 
a t t e n t i o n , i s not advocating a t o t a l f r e e - s t y l e ; we agree t h a t would 
not be d e s i r a b l e simply because people communicate i n d i f f e r e n t 
manners and some are more s u c c e s s f u l at i t than o t h e r s . 
The Commission's concept, t h e r e f o r e , i s good. But we 
p e r c e i v e d i f f i c u l t y with " s t a n d a r d i z e d a l t e r n a t i v e phrases or 
paragraphs" t h a t change with the circumstances, as these too co u l d 
become c o n t e n t i o u s with c l i e n t s i f they are h i g h l y s u b j e c t i v e as to 
when they are used or omitted. N a t u r a l l y , a paragraph concerning 
the e x i s t e n c e of an a u d i t committee w i l l not be a problem so long as 
one e x i s t s , but a paragraph d e a l i n g with m a t e r i a l weaknesses i n the 
system of i n t e r n a l c o n t r o l s not adequately d i s c l o s e d by management 
w i l l b r i n g on debates no l e s s heated than sometimes now occur i n 
a c c l i m a t i n g c l i e n t s to the need f o r a q u a l i f i e d o p i n i o n . 
S p e c i f i c a l l y , because " m a t e r i a l weakness" w i l l be a s u b j e c t i v e 
d e t e r m i n a t i o n ( 7 - 1 ) , i t s mention i n the a u d i t o r ' s r e p o r t w i l l be 
con s i d e r e d a negative f a c t o r by managements; d i f f i c u l t i e s are bound 
to ensue. We cannot, of course, avoid t h i s given the r o l e occupied 
by the a u d i t o r , but we recommend th a t the Commission address t h i s 
problem to pr o v i d e a d d i t i o n a l guidance f o r the a u d i t o r i f p o s s i b l e . 
In g e n e r a l , the i l l u s t r a t i o n of a r e v i s e d a u d i t o r s ' r e p o r t 
on pages 77-78 seems a p p r o p r i a t e as a g e n e r a l d i r e c t i o n . Although 
i t i s an i l l u s t r a t i o n and the Commission may not a t t a c h v i t a l 
s i g n i f i c a n c e to any of i t s exemplary f a c t o r s , we have s e v e r a l 
comments about i t : 
1. Some r e c o g n i t i o n should be given ( i f i t i s a f a c t ) t h a t the 
a u d i t o r s a s s i s t e d management i n the p r e p a r a t i o n and 
p r e s e n t a t i o n of the f i n a n c i a l statements; t h i s i s not 
covered by the f i r s t paragraph. 
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2. In the t h i r d paragraph, the a u d i t o r i s asked to s t a t e the 
obvious: "We b e l i e v e our a u d i t i n g procedures were adequate 
i n the circumstances to support our o p i n i o n . " The user i s 
e n t i t l e d to r e l y on t h a t whether or not s t a t e d . When he 
b e l i e v e s h i s procedures were not adequate, the a u d i t o r 
should make that c l e a r by expressing a non-standard o p i n i o n . 
3. The paragraph concerning the review of i n f o r m a t i o n 
appearing i n the annual r e p o r t o u t s i d e of the f i n a n c i a l 
statements seems innocuous. We b e l i e v e more s p e c i f i c a t i o n 
of what was reviewed should be g i v e n . 
4. F i n a l l y , i n r e f e r r i n g to meetings with the a u d i t committee, 
q u a l i t a t i v e phrases such as "met with... s u f f i c i e n t l y o f t e n " 
should be avoided but the f a c t s should be s t a t e d . I f the 
a u d i t o r b e l i e v e s meetings or c o n t a c t have been 
i n s u f f i c i e n t , he should so s t a t e . 
In sum, the a u d i t o r should make a s e r i e s of p o s i t i v e , 
reasonably f a c t u a l statements. The user should be e n t i t l e d to 
expect t h a t a l l s i g n i f i c a n t d e v i a t i o n s or d i s s a t i s f a c t i o n s w i l l be 
r e ported by the a u d i t o r . 
In a sense, t h i s r e p o r t format suggests a conglomeration of 
i s s u e s which are of contemporary i n t e r e s t . We do not f a u l t the 
Commission f o r s e l e c t i n g items of c u r r e n t p o p u l a r i t y , as long as the 
Commission re c o g n i z e s the content of the r e p o r t would n e c e s s a r i l y 
change from time to time. Presumably, the A u d i t i n g Standards Board 
would i d e n t i f y important s u b j e c t s as they emerge, and c r e a t e new 
"standard" paragraphs to be used i f a p p l i c a b l e ; at the same time, 
they c o u l d decide on the proper time to abandon(7-2) an e x i s t i n g 
t o p i c . 
"A r e p o r t by management" — The Commission recommends th a t 
"...management (should) present a r e p o r t with the f i n a n c i a l 
statements t h a t acknowledges the r e s p o n s i b i l i t y of management f o r 
the r e p r e s e n t a t i o n s i n the f i n a n c i a l i n f o r m a t i o n , ... p r o v i d e 
management's assurances t h a t the i n f o r m a t i o n i s presented i n 
conformity with g e n e r a l l y accepted accounting p r i n c i p l e s a p p r o p r i a t e 
i n the circumstances and that a l l m a t e r i a l u n c e r t a i n t i e s have been 
a p p r o p r i a t e l y accounted f o r or d i s c l o s e d . " T h i s recommendation a l s o 
suggests t h a t management make a statement concerning the involvement 
of l e g a l c o u n s e l ; as we have i n d i c a t e d e a r l i e r , our p r e f e r e n c e i s 
t h a t l e g a l c o u n s e l ' s r e p o r t a c t u a l l y be p u b l i s h e d . 
The Commission a l s o recommends that management assess i t s 
accounting system and i t s c o n t r o l s over i t , and d e s c r i b e the 
company's response to m a t e r i a l weaknesses i d e n t i f i e d by the 
independent a u d i t o r . I f t h i s i s to be done, i t should not be 
l i m i t e d to only those weaknesses i d e n t i f i e d by the independent 
a u d i t o r ; knowledge of weaknesses c o u l d come from many sources, 
e s p e c i a l l y i n c l u d i n g the company's own i n t e r n a l a u d i t o r s . 
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The i l l u s t r a t i o n of a r e p o r t by management appearing on 
pp. 79-80, i s a good one. We t h i n k i t should be kept reasonably 
n e u t r a l and f a c t u a l i n tone, and t h a t management should not be 
p e r m i t t e d to " p u f f " (e.g., "impress users with the q u a l i t y of 
management"). C o n s i d e r a b l e care needs to be taken so t h a t r h e t o r i c 
does not govern. 
S i n c e the adoption of such a r e p o r t c o u l d be an expensive 
undertaking by the c o r p o r a t e community, experimentation would be 
a d v i s a b l e , based on guidance p r o v i d e d by an o r g a n i z a t i o n such as the 
F i n a n c i a l E x e c u t i v e s I n s t i t u t e . We suggest t h a t , t h e r e a f t e r , the 
SEC f i r s t r e q u i r e t h i s of l a r g e r p u b l i c l y h e l d companies, with a 
minimum content and no l i m i t on maximum content other than the need 
to maintain f a c t u a l i t y . The minimum content should be reasonably 
p a r a l l e l to matters to be deemed by the A u d i t i n g Standards Board as 
necessary i n the a u d i t o r ' s new s t a n d a r d i z e d but f l e x i b l e r e p o r t i n g 
format. 
T h i s seems an a p p r o p r i a t e p o i n t to suggest to the 
Commission t h a t , because the a u d i t o r as w e l l as management are not 
experts i n a l l d i s c i p l i n e s and must t h e r e f o r e make r e f e r e n c e to 
other experts i n connection with f i n a n c i a l p r e s e n t a t i o n s , the 
r e p o r t s of such other experts be i n c l u d e d , or at l e a s t paraphrased, 
i n management's and/or the a u d i t o r ' s r e p o r t s . We have a l r e a d y 
mentioned lawyers, but we b e l i e v e the l i s t c o u l d be extended to 
g e o l o g i s t s , a c t u a r i e s , a p p r a i s e r s , a r c h i t e c t s , engineers — 
whichever p r o f e s s i o n s are a p p r o p r i a t e , g i v e n m a t e r i a l i t y to the 
f i n a n c i a l r e p o r t i n g p r o c e s s . 
In t h i s regard, we b e l i e v e t h a t SAS No. 11, "Using the Work 
of a S p e c i a l i s t , " i s i n c o r r e c t i n s t a t i n g t h a t the a u d i t o r should 
not express r e l i a n c e on other e x p e r t s , but should be s u f f i c i e n t l y 
f a m i l i a r with t h e i r d i s c i p l i n e s so as to be s a t i s f i e d t h a t they 
performed a p p r o p r i a t e l y . We may be d e l u d i n g o u r s e l v e s about the 
a b i l i t i e s of a u d i t o r s ; other p r o f e s s i o n a l s should be ready to step 
up to t h e i r own r e s p o n s i b i l i t i e s . Of course, the a u d i t o r should 
assure that the i n f o r m a t i o n used by other experts i n t h e i r 
d i s c i p l i n e s i s supported by the company's r e c o r d s , and t h a t the 
r e s u l t i n g i n f o r m a t i o n from the expert i s i n c o r p o r a t e d i n t o the 
company's records and/or f i n a n c i a l r e p o r t i n g process as r e q u i r e d . 
"...Reporting on c o n s i s t e n c y " — We agree t h a t the 
r e f e r e n c e to c o n s i s t e n c y should be e l i m i n a t e d from the a u d i t o r ' s 
r e p o r t . When an approved accounting change i s made, i t s r e c o g n i t i o n 
i n the a u d i t o r ' s r e p o r t i s u s u a l l y r e f e r r e d to as a " c o n s i s t e n c y 
e x c e p t i o n " when i t i s not an e x c e p t i o n i n the u s u a l sense of t h a t 
term. 
"A standard n o t e . . . c o v e r i n g accounting changes" — APB 
Opinion 20 should indeed be amended f o r more matters than t h i s . We 
agree with the Commission's recommendation, p o i n t i n g out our concern 
that p r o l i f e r a t i o n of "standard f o o t n o t e s " i s an a c t i v i t y t h a t 
should proceed with c a u t i o n . 
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As long as the FASB i s at i t , Opinion 20 should be amended 
to g i v e c r i t e r i a f o r the manner i n which accounting changes should 
be made, ra t h e r than c o n t i n u i n g the p r e s c r i p t i o n t h a t a l l should be 
made by cumulative catch-up adjustment. The FASB's b r i e f h i s t o r y 
i t s e l f shows th a t almost a l l promulgated changes are p r e s c r i b e d 
r e t r o a c t i v e l y . 
Even when changes are made r e t r o a c t i v e l y , we do not t h i n k 
i t necessary f o r the a u d i t o r to s t a t e t h a t the c u r r e n t l y presented 
comparative f i n a n c i a l statements are not those p r e v i o u s l y 
presented. The standard f o o t n o t e c o u l d be augmented by adding 
" ( R e s t a t e d ) " to column headings. 
"Use of the work of another a u d i t o r " — The Report of  
T e n t a t i v e C o n c l u s i o n s (p. 82) i d e n t i f i e s the approaches p r e s e n t l y 
a v a i l a b l e to p r i n c i p a l a u d i t o r s i n t h i s area and o f f e r s two 
s u b s t i t u t e p o s s i b i l i t i e s : 
1. Do enough work so t h a t the secondary a u d i t o r need not be 
mentioned (that i s , accept r e s p o n s i b i l i t y f o r the secondary 
a u d i t o r ' s work). 
2. Require management to present the r e p o r t s of the other 
a u d i t o r s of m a t e r i a l components of the f i n a n c i a l 
statements. I f the other a u d i t o r s ' r e p o r t s are not 
i n c l u d e d , the p r i n c i p a l a u d i t o r would take e x c e p t i o n to the 
adequacy of d i s c l o s u r e . 
We b e l i e v e that the present form of r e p o r t i n g when there i s 
d i v i d e d r e s p o n s i b i l i t y between or among a u d i t o r s should be 
e l i m i n a t e d . There i s l i t t l e wonder why f i n a n c i a l statement users 
are confused and b e l i e v e such a r e p o r t i s a q u a l i f i e d o p i n i o n . 
E s p e c i a l l y those users having l i t t l e knowledge of the a u d i t i n g 
p r o f e s s i o n and i t s p r o f e s s i o n a l standards must f i n d i t d i f f i c u l t to 
assess the meaning of the o p i n i o n . 
There e x i s t s another l e v e l of c o n f u s i o n a r i s i n g out of the 
shared r e s p o n s i b i l i t y concept. Other p r o f e s s i o n a l s do not 
understand the reason why an a u d i t o r can share r e s p o n s i b i l i t y with 
another a u d i t o r but not among ot h e r s such as lawyers, a c t u a r i e s and 
g e o l o g i s t s . Other p r o f e s s i o n s having r i g o r o u s standards f o r 
admission and high e d u c a t i o n a l requirements f o r t h e i r d i s c i p l i n e s 
cannot a p p r e c i a t e the reasoning i n c u r r e n t a u d i t i n g l i t e r a t u r e f o r 
a l l o w i n g an a u d i t o r to r e l y o n l y upon another a u d i t o r . 
The present a u d i t i n g standards re g a r d i n g shared 
r e s p o n s i b i l i t y have a n c i e n t o r i g i n s . Many developments i n the 
a u d i t i n g p r o f e s s i o n have i n c r e a s e d the scope of the a u d i t o r ' s r o l e 
even before the Commission began to study i t . A u d i t o r s are now 
i n v o l v e d with unaudited data contained i n f i n a n c i a l statements such 
as i n t e r i m data and replacement c o s t data, are r e s p o n s i b l e for 
c o n s i s t e n c y of other i n f o r m a t i o n appearing i n f i n a n c i a l r e p o r t s , 
must perform procedures to attempt d e t e c t i o n of e r r o r s and 
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i r r e g u l a r i t i e s and i l l e g a l a c t s , and more. Yet our a u d i t i n g 
standards have not been updated with r e s p e c t to the concepts and 
standards of shared r e s p o n s i b i l i t y . 
We b e l i e v e t h a t , today, shared r e s p o n s i b i l i t y b r i n g s with 
i t i n e f f i c i e n c i e s and p o s s i b l e r i s k s i n the a u d i t p r o c e s s . These 
i n e f f i c i e n c i e s , and e x t r a a u d i t i n g to guard a g a i n s t the r i s k of 
i n f o r m a t i o n l o s t i n a crevasse between the d u a l a u d i t o r s , are passed 
on to c l i e n t s i n the form of higher a u d i t f e e s . We b e l i e v e that the 
time has come f o r the p r o f e s s i o n to reassess the concepts of shared 
r e s p o n s i b i l i t i e s — to step up to the need f o r o n l y a s i n g l e a u d i t o r 
to be i n v o l v e d i n the a u d i t of an e n t i t y and i t s c o n t r o l l e d 
s u b s i d i a r i e s ( i . e . , those which are not n o n s u b s i d i a r y 
i n v e s t e e s ) . ( 7 - 3 ) 
" I n c o n s i s t e n t and u n i n f o r m a t i v e r e p o r t i n g on unaudited  
i n f o r m a t i o n " — The Commission recommends (p. 83) t h a t "users should 
be informed about the work done and the assurances intended r a t h e r 
than merely about the a u d i t t h a t i s not done" when independent 
accountants are a s s o c i a t e d with unaudited f i n a n c i a l statements. We 
agree t h a t the i m p l i c a t i o n g i v e n by the accountant when he a f f i x e s 
h i s name on an unaudited r e p o r t i s not understood. The comfort 
taken by the users of such f i n a n c i a l statements u s u a l l y bears l i t t l e 
r e l a t i o n s h i p to the degree of the assurance intended by the 
accountant (who may h i m s e l f not be sure of what he i s expected to 
convey). 
We b e l i e v e t h a t t h i s matter r e q u i r e s i n t e n s i v e and c a r e f u l 
study, at the same time ( h o p e f u l l y soon) as the FASB or some other 
body g i v e s the proper a t t e n t i o n to the a p p l i c a t i o n of g e n e r a l l y 
accepted accounting p r i n c i p l e s to smaller or c l o s e l y h e l d 
b u s i n e s s e s . A d d i t i o n a l guidance i s needed on how to d e s c r i b e 
procedures performed along with what l i m i t e d though p o s i t i v e 
assurance can be given therewith.(7-4) 
"...Communication with i n t e r e s t e d p a r t i e s " — We agree t h a t 
i n f o r m a l and s e l e c t i v e access to the a u d i t o r should be discouraged, 
and that a "requirement t h a t the a u d i t o r be present and a v a i l a b l e to 
answer q u e s t i o n s at the annual meeting of the s h a r e h o l d e r s " i s the 
proper approach. Present SEC requirements p r o v i d e t h a t companies 
s t a t e i n t h e i r proxy statements whether the a u d i t o r w i l l be present 
at the meeting to answer q u e s t i o n s . Although we haven't researched 
t h i s , we assume t h a t many i f not most p u b l i c l y h e l d companies f o l l o w 
t h i s p r a c t i c e , and a l s o i n v i t e the a u d i t o r to make a statement to 
the shareholder assembly. 
D i f f i c u l t i e s a r i s e , however, i n a s c e r t a i n i n g what qu e s t i o n s 
are a p p r o p r i a t e l y d i r e c t e d to the a u d i t o r , or what ki n d of statement 
the a u d i t o r should make i n the absence of q u e s t i o n s . I t i s not 
s u f f i c i e n t to simply make an announced appearance, as t h a t i s a mere 
f o r m a l i t y . 
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We recommend t h a t the a u d i t o r be encouraged to review 
p o t e n t i a l major qu e s t i o n s with management and the meeting chairman 
p r i o r to the s h a r e h o l d e r s ' meeting, to agree on the nature of 
que s t i o n s p r o p e r l y answerable by the a u d i t o r s , and what the 
a u d i t o r s ' probable answers would be, so that management, the 
d i r e c t o r s and the a u d i t o r s have an or g a n i z e d approach. Furthermore, 
we recommend t h a t , as a minimum, when there i s nothing e l s e t o 
r e p o r t ( t h i s w i l l o f t e n be the c a s e ) , the a u d i t o r make a statement 
to the sha r e h o l d e r s paraphrasing h i s a u d i t o r ' s r e p o r t so as to both 
serve an o f f i c i a l f u n c t i o n and to s t i m u l a t e the thought process of 
the audience. 
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Footnotes t o S e c t i o n 7 
(7-1) Refer to our comments on pages 4.7 and 4.8 r e g a r d i n g the 
problems of having the a u d i t o r e v a l u a t e a l l s i g n i f i c a n t f r a u d 
c o n t r o l s , and on pages 6.4 - 6.7 r e g a r d i n g the 
i n a p p r o p r i a t e n e s s of e v a l u a t i n g a l l i n t e r n a l c o n t r o l s a n n u a l l y . 
(7-2) Experience shows th a t d i s c l o s u r e s once adopted are v i r t u a l l y 
i m p ossible to e l i m i n a t e . Barnacled a u d i t i n g and accounting 
d i s c l o s u r e s seem moved o n l y by major undertakings such as the 
Commission's Report and the FASB's Conceptual Framework 
P r o j e c t . 
(7-3) We b e l i e v e t h a t the I n s t i t u t e has r e t a i n e d the concept of 
shared r e s p o n s i b i l i t y out of deference to the s e n s i t i v i t i e s of 
s m a l l e r f i r m s , and t h a t may not be s u f f i c i e n t i n the face of 
the overwhelming need f o r c o o r d i n a t i o n of a l l elements of an 
a u d i t engagement — p a r t i c u l a r l y when the a u d i t o r i s to be 
h e l d r e s p o n s i b l e f o r the matters recommended by the Commission. 
(7-4) On page 66, i n r e f e r r i n g to t i m e l y r e p o r t i n g on unaudited 
i n t e r i m f i n a n c i a l i n f o r m a t i o n , the Report s t a t e s : 
" E v e n t u a l l y , a f t e r experience i s gained, i t may be p o s s i b l e 
to determine the p r o b a b i l i t i e s t h a t the procedures i n each 
form of assurance w i l l d e t e c t v a r i o u s e r r o r s , omissions, or 
m i s r e p r e s e n t a t i o n s . " 
T h i s o b j e c t i v e i s , of course, v i a b l e i n the context of a l l 
unaudited i n f o r m a t i o n with which the a u d i t o r i s a s s o c i a t e d . 
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SECTION 8 
THE EDUCATION, TRAINING AND DEVELOPMENT OF AUDITORS 
The Commission's T e n t a t i v e C o n c l u s i o n s 
- "A four-year l i b e r a l a r t s undergraduate program and a 
three-year graduate p r o f e s s i o n a l program...should be the 
long-term g o a l . " 
- Accounting educators who are not CPAs should be p e r m i t t e d 
to take p a r t i n s t a t e CPA s o c i e t y and AICPA a c t i v i t i e s . 
G eneral Remarks 
The Commission's i n t r o d u c t o r y remarks s t a t e t h a t many new 
accountants have found t h a t t h e i r e d ucation d i d not adequately 
prepare them f o r the r e s p o n s i b i l i t i e s they face upon en t r y i n t o the 
p r o f e s s i o n , and t h a t the f i r m s ( p r i m a r i l y the l a r g e firms) spend 
s u b s t a n t i a l sums on the e n t e r i n g p r o f e s s i o n a l s who have j u s t been 
graduated. Formal e d u c a t i o n can r a r e l y p r o v i d e a l l the needs of a 
beginning p r o f e s s i o n a l whether he be a c i v i l engineer who cannot 
b u i l d a road i n h i s classroom or a lawyer whose mettle must be 
t e s t e d i n the courtroom. The s c i e n t i s t may complete h i s formal 
e d u c a t i o n i n the classroom and the l a b o r a t o r y , and r e a d i l y t r a n s f e r 
h i s e d u c a t i o n a l process to i n d u s t r y , but accounting and a u d i t i n g are 
not s c i e n c e s . The a u d i t o r ' s s t u d i o i s the business e n t e r p r i s e and 
the economic system, and the s k i l l s developed there must be 
t r a n s l a t e d and s y n t h e s i z e d i n s o f a r as p o s s i b l e i n t o the textbooks of 
formal e d u c a t i o n . 
The fundamental problem between the p r a c t i t i o n e r and the 
educator has been c r e a t e d by a lack of understanding and agreement 
on which p a r t of the e d u c a t i o n a l p r o c e s s belongs with the educator 
i n the classroom, and which p a r t i s best s a t i s f i e d by the p r a c t i c i n g 
p r o f e s s i o n a l . A c l e a r s i g n t h a t the p r o f e s s i o n a l b e l i e v e s the 
educator has s a t i s f i e d h i s r o l e i s evidenced by the extreme 
c o m p e t i t i o n to employ the best graduating students. The 
p r a c t i t i o n e r does not ignore what the educator has accomplished, but 
b u i l d s on i t by c o n t i n u i n g with h i s f i r m ' s e d u c a t i o n a l p r o f e s s i o n a l 
development a c t i v i t i e s and programs. 
The Adequacy of E d u c a t i o n a l P r e p a r a t i o n f o r the P r o f e s s i o n 
The Commission a s s e r t s that "The p u b l i c accounting 
p r o f e s s i o n has been unable to r e l y to the same extent as other 
p r o f e s s i o n a l s on formal e d u c a t i o n f o r the development of competence 
to p r a c t i c e (p. 85)." I t i s our p o s i t i o n t h a t the e d u c a t i o n a l 
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process f o r the most p a r t i s being d i s c h a r g e d i n a s a t i s f a c t o r y 
manner and t h a t the a d d i t i o n a l e ducation s u p p l i e d by our f i r m adds 
t h a t element which cannot be taught i n the classroom. 
The Commission a l s o s t a t e s "that accounting has not been 
g i v e n f u l l p r o f e s s i o n a l s t a t u s w i t h i n the u n i v e r s i t y by 
e stablishment of separate c o l l e g e s such as those f o r law and 
medicine" — thus presuming t h a t the establishment of separate 
c o l l e g e s i s i n f a c t needed. There are many arguments about the 
value of separate p r o f e s s i o n a l schools of accounting, and no 
unanimity can be found among e i t h e r educators or p r a c t i t i o n e r s . The 
myriad of i s s u e s i s beyond the scope of our response, but j u s t a few 
of our reasons f o r not f a v o r i n g separate p r o f e s s i o n a l schools of 
accounting are g i v e n below: 
1. The economics of higher education at the present time and 
f o r the f o r e s e e a b l e f u t u r e make i t d o u b t f u l that proper and 
s u f f i c i e n t f i n a n c i a l support c o u l d be found w i t h i n s t a t e 
governments or would be forthcoming from the p r o f e s s i o n f o r 
the establishment and expansion of separate p r o f e s s i o n a l 
schools or programs. T h i s may a l s o be true i n many areas, 
i n c l u d i n g b u s i n e s s , s c i e n c e , e d u c a t i o n , or the p r o f e s s i o n . 
2. Some s e r i o u s problems may r e s u l t i n o b t a i n i n g academic 
support from f a c u l t y members i n other d i s c i p l i n e s e.g., 
a r t s , s c i e n c e , mathematics or other business areas 
necessary f o r the a p p r o p r i a t e enhancement of accounting 
e d u c a t i o n . 
3. There i s a r i s k of developing a narrow-gauged accounting 
p r o f e s s i o n a l who may have concentrated e x c e s s i v e e f f o r t s 
and r e s o u r c e s i n accounting s u b j e c t s to the e x c l u s i o n or 
deemphasis of s u b j e c t s r e q u i r e d to educate the "whole man" 
— those s u b j e c t s i n s c i e n c e , language and the a r t s . 
4. There appears to be a g r e a t e r need to improve the q u a l i t y 
of education i n the business schools than there i s a need 
to change the s t r u c t u r e of an e d u c a t i o n a l i n s t i t u t i o n , 
u n i t , or department. 
5. There i s a l r e a d y an excess of accounting students and 
students with graduate degrees. Yet there would not be 
enough q u a l i f i e d accounting p r o f e s s o r s to meet the 
p r o j e c t e d demand of separate p r o f e s s i o n a l schools of 
accounting. 
6. P r o f e s s i o n a l programs i n accountancy have not been 
a r t i c u l a t e d i n a manner so as to enable a p p r o p r i a t e 
d i a l o g u e among p r a c t i t i o n e r s and educators. T h i s i s 
u n f o r t u n a t e , s i n c e i t impedes a n a l y s i s of what i s needed 
and what r o l e s the p r a c t i t i o n e r and the educator should 
have. Some open qu e s t i o n s concerning p r o f e s s i o n a l s c h o o l s 
of accounting i n c l u d e : 
a. Should the f a c u l t y be l i m i t e d o nly to accounting 
p r o f e s s o r s ? 
8.2 
b. Should p r a c t i t i o n e r s be i n c l u d e d as f a c u l t y members? 
I f so, how many and i n what r a t i o ? 
c. Would the proposed s c h o o l be independent — 
- of the busines s c h o o l dean? 
- f o r budgetary purposes? 
- from S t a t e Boards of Accounting? 
- of s t a t e e d u c a t i o n a l requirements f o r the CPA exam? 
- to r e c r u i t f a c u l t y members who are not PhDs? 
d. Would a separate p h y s i c a l b u i l d i n g be r e q u i r e d , as i s 
the s i t u a t i o n at most law schools today? Would the 
p r o f e s s i o n a l s c h o o l s e x i s t i n name only and use 
f a c i l i t i e s of the presen t business s c h o o l ? 
e. Should i t be s t r i c t l y a graduate program, or might i t 
a l s o be an undergraduate program, or perhaps a D o c t o r a l 
program? 
7. I f many separate P r o f e s s i o n a l Schools of Accountancy are 
e s t a b l i s h e d throughout the country there w i l l be l i t t l e 
s t a t u s . T h i s would n u l l i f y one of the major supporting 
reasons and the sc h o o l s c o u l d develop i n t o "cram" courses 
to pass the CPA exam. 
We r e a l i z e t h a t we have addressed above P r o f e s s i o n a l 
Schools of Accountancy i n g e n e r a l , r a t h e r than the p r e c i s e long-term 
g o a l g i v e n by the Commission. There are enough p o i n t s of 
convergence, however, th a t the e x e r c i s e may be h e l p f u l i n b r i n g i n g 
out our p o i n t s . 
Status of Accounting Education i n Schools of Business 
In t h i s s e c t i o n the Commission s t a t e s : "In many business 
s c h o o l s , p a r t i c u l a r l y at the graduate l e v e l , t h i s means t h a t 
accounting i s p r i m a r i l y a s e r v i c e s u b j e c t i n an environment that 
views ed u c a t i o n f o r business as education for business management." 
T h i s statement may be t r u e , but f a i l s to re c o g n i z e that f o r s e v e r a l 
decades, many of the l e a d i n g n a t i o n a l business schools have a l s o 
o f f e r e d " t r a c t s , " or majors, i n accounting as p a r t of the MBA 
program. In such programs, the student who con c e n t r a t e d or majored 
i n accounting b e n e f i t t e d from working with s e n i o r f a c u l t y members 
having advanced degrees and c o n s i d e r a b l e academic and o f t e n 
s u b s t a n t i a l p r a c t i c a l e xperience. Touche Ross b e l i e v e s t h a t the MBA 
graduate with an accounting major or an accounting t r a c t i s a b e t t e r 
educated person f u l l y q u a l i f i e d f o r an en t r y l e v e l p o s i t i o n i n the 
p r o f e s s i o n . I f a l l schools were abl e to t r a i n the entry l e v e l 
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p r o f e s s i o n a l w i t h i n the MBA programs now o f f e r e d i n these l e a d i n g 
s c h o o l s , our p r o f e s s i o n ' s e n t r a n t s would compare f a v o r a b l y with, or 
perhaps exceed the p r e p a r a t i o n o f , some e n t e r i n g the l e g a l and 
medical p r o f e s s i o n s . 
In d i s c u s s i n g the " E f f e c t on F a c u l t y , " the Commission makes 
the statement that "The academic accounting community, which had a 
s u b s t a n t i a l concern with the p r o f e s s i o n and f i n a n c i a l accounting i n 
the 1930s, has moved i n r e c e n t years p r i n c i p a l l y to managerial 
accounting or f i n a n c i a l a n a l y s i s with a heavy mathematical 
emphasis." We are unaware of the f a c t s u n d e r l y i n g t h i s statement. 
A c u r s o r y review of accounting f a c u l t y l i s t i n g s p u b l i s h e d by AVISO 
P u b l i c a t i o n s f o r the 1976/1977 p e r i o d i n d i c a t e s that a l a r g e 
m a j o r i t y of those who teach accounting teach f i n a n c i a l a ccounting, 
not f i n a n c i a l a n a l y s i s . Mathematical a n a l y s i s i s a l s o c a t e g o r i z e d 
i n t h i s p u b l i c a t i o n , and the number of p r o f e s s o r s working i n t h i s 
area i s c e r t a i n l y very s m a l l . Our experience i n d i c a t e s t h a t most 
s e n i o r f a c u l t y members continue to be i n t e r e s t e d i n the same 
f i n a n c i a l accounting matters as the p r a c t i c i n g p r o f e s s i o n a l , and 
t h a t f u r t h e r , most of the s e n i o r f a c u l t y members at the major 
u n i v e r s i t i e s throughout the country are both PhDs and CPAs. 
Touche Ross has been i n a unique p o s i t i o n of p r e s e n t i n g 
seminars f o r p r o f e s s o r s on c u r r e n t f i n a n c i a l accounting problems 
over the l a s t ten years ( p r e s e n t l y c a l l e d "The Trueblood P r o f e s s o r s ' 
Seminars"). We have thus had an o p p o r t u n i t y to work with n e a r l y a 
thousand accounting p r o f e s s o r s , and our o b s e r v a t i o n i s t h a t there i s 
a c o n t i n u i n g i n t e n s e i n t e r e s t i n the f i n a n c i a l accounting problems 
of the p r a c t i c i n g p r o f e s s i o n a l accountant and not by any means a 
p r e o c c u p a t i o n with managerial accounting or mathematical 
q u a n t i t a t i v e a n a l y s i s (which of course, does have i t s p l a c e i n 
p r a c t i c e ) . 
The Commission d e s c r i b e s the " E f f e c t on Students" t h i s 
way: "Since e d u c a t i o n f o r business management has been the focus on 
b u s i n e s s s c h o o l s , p r o s p e c t i v e independent a u d i t o r s r e c e i v e t h e i r 
f i r s t exposure to the nature of t h e i r f u t u r e d u t i e s i n an 
environment c l o s e l y i d e n t i f i e d with c o r p o r a t e management." T h i s i s 
an advantage — CPAs have to understand business management to a u d i t 
i t ! Other than the unsupported statements contained i n the American 
I n s t i t u t e p u b l i c a t i o n s c i t e d i n footnote 1 on p. 86, there has been 
no researched evidence t h a t students are b i a s e d towards business 
management and away from accounting and a u d i t i n g areas because of 
the a c t i o n s of b u s i n e s s s c h o o l programs. The evidence i s 
overwhelming that s u p e r i o r students s t i l l pursue an accounting 
major, and of t h a t group t h e i r f i r s t c a r e e r c h o i c e i s o f t e n t h a t of 
the p r a c t i c i n g p r o f e s s i o n a l accountant. The b r i g h t e r student has 
not been d e f l e c t e d by the f a c t t h a t accounting i s not taught i n a 
separate s c h o o l ; and as the Commission knows, many graduate students 
c o n s i d e r the outstanding and best career to be t h a t of the 
p r a c t i c i n g p r o f e s s i o n a l accountant. 
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As to " E f f e c t on Research," the Report a s s e r t s (p. 86) th a t 
"Current problems of immediate concern to the p r a c t i c i n g accountants 
have a t t r a c t e d l i t t l e i n t e r e s t among academic r e s e a r c h e r s , and 
a u d i t i n g — which r e p r e s e n t s the bulk of p u b l i c accounting p r a c t i c e 
today — r e c e i v e s scant r e s e a r c h a t t e n t i o n i n most business 
s c h o o l s . " Our g e n e r a l remarks at the o u t s e t of t h i s s e c t i o n p o i n t e d 
out that the educator by c h o i c e was not i n the mainstream of the 
bus i n e s s and economic system, thus d i s a b l i n g him from working i n the 
business r e s e a r c h " l a b o r a t o r y . " A u d i t i n g r e s e a r c h i s s i g n i f i c a n t i f 
i t i s performed i n the environment of the p r a c t i c i n g 
p r o f e s i o n a l . ( 8 - 1 ) 
The accounting educator n e v e r t h e l e s s has an o p p o r t u n i t y to 
make a major c o n t r i b u t i o n t o accounting and a u d i t i n g r e s e a r c h i f he 
does i t i n c o o p e r a t i o n with the p r a c t i c i n g p r o f e s s i o n a l . Educators 
are now making a c o n t r i b u t i o n i n the computer a u d i t i n g and 
s t a t i s t i c a l areas, h i g h l y important s u b j e c t s f o r a u d i t o r s . We and 
other f i r m s have o f f e r e d s i g n i f i c a n t p r o f e s s o r i a l r e s e a r c h 
o p p o r t u n i t i e s i n accounting and a u d i t i n g , with the a v a i l a b i l i t y of 
the f u l l r e s o u r c e s of f i r m s a v a i l a b l e . ( 8 - 2 ) F i n a l l y , we have i n our 
employ at the pr e s e n t time a number of educators i n v o l v e d i n 
re s e a r c h areas. 
Thus, there i s l i t t l e evidence to support the Commission's 
statement that "The r e s u l t i n g i n f l u e n c e on student c a r e e r c h o i c e and 
the c o n t r i b u t i o n of the academic r e s e a r c h to improvement i n p r a c t i c e 
has been l e s s than i s d e s i r a b l e . " We recommend that the Commission 
p u b l i c i z e the data supporting i t s statement t h a t a lack of r e s e a r c h 
by the accounting educator has had an adverse i n f l u e n c e on 
can d i d a t e s f o r en t r y i n t o our p r o f e s s i o n . 
Lack of P r o f e s s i o n a l I d e n t i t y 
"New e n t r a n t s to the p r o f e s s i o n l a c k p r o f e s s i o n a l 
i d e n t i t y . . . . A program of l e a r n i n g imbedded i n a s c h o o l that views 
i t s m i s s i o n p r i m a r i l y as educating the student f o r business 
management i s u n l i k e l y to produce i n him a h i g h l y developed sense of 
i d e n t i t y as a member of the p u b l i c accounting p r o f e s s i o n (p. 86)." 
As i n other p r o f e s s i o n s i d e n t i t y develops as one p r a c t i c e s . I t i s 
s p e c u l a t i o n t h a t entry l e v e l work i s more overwhelming to new 
accountants than to new JDs or MDs. The e n t r y l e v e l accountant when 
out i n p r a c t i c e b e n e f i t s from exposure to o t h e r s ' d i v e r s e 
backgrounds and d i s c i p l i n e s . 
Those i d e n t i t y c h a r a c t e r i s t i c s needed by the p r a c t i c i n g 
p r o f e s s i o n a l come with p r a c t i c e i n the r e a l world. N e v e r t h e l e s s , 
some improvement c o u l d be made i n the educator's environment, though 
t h i s may r e q u i r e a s i g n i f i c a n t change i n the e d u c a t i o n a l process f o r 
those i n t e n d i n g to be accounting educators. More on t h i s l a t e r . 
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E n t r y L e v e l T r a i n i n g of the P r o f e s s i o n a l Accountant 
T h i s s u b s e c t i o n emphasizes t h a t : 
- Large f i r m s spend g r e a t sums of money t r a i n i n g e n t r y l e v e l 
p r o f e s s i o n a l accountants, and the smaller f i r m s must spend 
more on a per c a p i t a b a s i s to p r o v i d e s i m i l a r t r a i n i n g . 
- To a l l e v i a t e some of the t r a i n i n g c o s t s , smaller f i r m s have 
j o i n e d together to r e c e i v e t r a i n i n g m a t e r i a l s from the 
AICPA and other s o c i e t i e s . 
- E d u c a t i o n a l programs of the l a r g e f i r m s are potent 
r e c r u i t i n g t o o l s . 
- The body of knowledge f o r accounting i s growing at a 
dramatic r a t e , and keeping abreast of new developments i s 
d i f f i c u l t . 
- The response of formal e d u c a t i o n a l programs to developing 
p r o f e s s i o n a l needs has been l i m i t e d . 
- Business schools have had l i t t l e involvement i n c o n t i n u i n g 
e d u c a t i o n programs. 
- Entry l e v e l t r a i n i n g i s slow on c u r r e n t problem uptake. 
The i m p l i e d o p p r e s s i o n of the smaller f i r m s i s a somewhat 
specious c o n s i d e r a t i o n . Today's n a t i o n a l f i r m s were spending 
c o n s i d e r a b l e sums on e n t r y l e v e l t r a i n i n g programs when they were as 
s m a l l as some of the smaller f i r m s of today. In the case of Touche 
Ross, e n t r y l e v e l t r a i n i n g programs were o f f e r e d 30 years ago when 
fewer than 50 persons were r e c r u i t e d f o r the e n t i r e f i r m from 
u n i v e r s i t i e s throughout the country. While many young men and women 
today are a t t r a c t e d to the l a r g e r f i r m s because of t h e i r t r a i n i n g 
programs i t i s our experience t h a t graduate students do not make 
employment d e c i s i o n s based s o l e l y upon t r a i n i n g programs. Rather, a 
c o n t r o l l i n g f a c t o r appears to be the v a r i e t y of c l i e n t experience 
o f f e r e d by the l a r g e r f i r m s . Advanced degree h o l d e r s g e n e r a l l y f e e l 
s a t u r a t e d with formal classroom e d u c a t i o n and are anxious to begin 
p r o f e s s i o n a l p r a c t i c e . 
Many business schools have l i t t l e involvement i n c o n t i n u i n g 
e d u c a t i o n a l programs r e l a t e d to p u b l i c a c c o u n t i n g ; the academic 
environment l a c k s the r e a l l i f e decision-making o r i e n t a t i o n . But 
many p r a c t i t i o n e r s p a r t i c i p a t e i n the broader c o n t i n u i n g e d u c a t i o n a l 
programs known as "Management Development." I t appears as i f the 
p r a c t i c i n g p r o f e s s i o n a l looks to r e e n t r y of the formal classroom 
environment f o r broadening h i s experience and outlook but not f o r 
more p r o f e s s i o n a l accounting t r a i n i n g . 
Touche Ross b e l i e v e s t h a t more can be done to i n c o r p o r a t e 
c u r r e n t problems i n the e n t r y l e v e l t r a i n i n g i n business s c h o o l s . 
Our c o n t r i b u t i o n s , through our P r o f e s s o r s ' Seminar Program, of 
a c t u a l p r a c t i c e c u r r e n t case m a t e r i a l i s a step i n t h i s d i r e c t i o n . 
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C o n t i n u i n g p r o f e s s i o n a l e d u c a t i o n i n most d i s c i p l i n e s i s i n 
i t s i n f a n c y and undoubtedly w i l l grow. The Commision's seemingly 
n e g a t i v e assessment i s , perhaps, u n j u s t i f i e d . 
Improving the E d u c a t i o n a l Process 
P r o f e s s i o n a l s c h o o l s — the long-term g o a l — Touche Ross has 
a l r e a d y spoken out on the i s s u e of p r o f e s s i o n a l s c h o o l s . I t i s our 
p r e f e r e n c e t h a t p r o f e s s i o n a l schools of accounting remain w i t h i n 
s c h o o l s of business and not be f r e e s t a n d i n g ; and e a r l i e r i n t h i s 
s e c t i o n we have enumerated arguments a g a i n s t p r o f e s s i o n a l schools of 
accounting as the regimen. Excer p t s from our f i r m ' s brochure(8-3) 
f u r t h e r e x p l a i n our r e a s o n i n g : 
"Our concern i s to i n s u r e continued q u a l i t y e d u c a t i o n a l 
p r e p a r a t i o n f o r e n t r y i n t o the p r o f e s s i o n . I t i s our 
c o n v i c t i o n t h a t t h i s q u a l i t y e ducation can continue to 
manifest i t s e l f w i t h i n e x i s t i n g e d u c a t i o n a l s t r u c t u r e s , or 
emerge as new programs w i t h i n the s c o o l of b u s i n e s s . 
"The complexity of our environment need not be i n t e r p r e t e d 
as r e q u i r i n g the development of one — and o n l y one — 
s p e c i f i c e d u c a t i o n a l program f o r p r o f e s s i o n a l accountants. 
"In our view, q u a l i t y e d u c a t i o n a l p r e p a r a t i o n f o r the 
p r o f e s s i o n may o c c u r : 
. Within e x i s t i n g s chools of business 
. Through t r a d i t i o n a l accounting departments 
. As a p a r t of the p r o f e s s i o n a l program or a p r o f e s s i o n a l 
s c h o o l w i t h i n the s c h o o l of business 
Moreover, the p r e p a r a t i o n which i s o f f e r e d may be a four-year 
program, a f i v e - y e a r program, or an MBA or d o c t o r a l program. 
Each of these may be a p p r o p r i a t e when examined as i n d i v i d u a l 
u n i t s and when t e s t e d by the demands of the p r o f e s s i o n . 
" I t i s a l s o our view t h a t each s c h o o l of business i s best 
able to determine i t s s t r u c t u r e , assess i t s a d m i n i s t r a t i v e 
requirements, and a l l o c a t e the r e s o u r c e s r e q u i r e d to meet i t s 
r e s p o n s i b i l i t y f o r q u a l i t y accounting e d u c a t i o n . A s c h o o l of 
business should not have to look to o t h e r s who may seek to 
f o r c e changes which i t may c o n s i d e r unsound for i t s 
p a r t i c u l a r circumstances. Thus, we b e l i e v e i t unnecessary 
for a s c h o o l to o b t a i n approval of i t s o r g a n i z a t i o n a l 
s t r u c t u r e or a c c r e d i t a t i o n of i t s program from 
non-educational i n s t i t u t i o n s . Each s c h o o l of business must 
s t r i v e , i n the way i t b e l i e v e s b e s t , f o r e x c e l l e n c e i n 
p r e p a r i n g students f o r e n t r y i n t o the p r o f e s s i o n . 
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"To support our concern f o r q u a l i t y accounting e d u c a t i o n 
and to a s s i s t those schools of business which s t r i v e f o r 
e x c e l l e n c e i n p r e p a r i n g students f o r e n t r y i n t o the 
p r o f e s s i o n , we pledge a f i n a n c i a l commitment of $1,000,000 to 
be d i s b u r s e d over a f i v e - y e a r p e r i o d . 
"In a d d i t i o n to our f i n a n c i a l commitment, we a l s o pledge 
1,000 days per year of p a r t n e r time to be made a v a i l a b l e f o r 
p r o j e c t s as s h o r t as one day or programs as comprehensive as 
a p a r t n e r i n r e s i d e n c e f o r a f u l l semester. I t i s 
a n t i c i p a t e d such time commitments w i l l be used i n on-campus 
a c t i v i t i e s f o r classroom t e a c h i n g , seminar p a r t i c i p a t i o n , 
independent a s s i s t a n c e to students i n honors or graduate 
programs, or i n r e s e a r c h p r o j e c t s . " 
The Commission has n e v e r t h e l e s s concluded t h a t graduate 
s c h o o l s of accounting s i m i l a r to law schools w i l l i n s t i l l i n 
students an a p p r o p r i a t e p r o f e s s i o n a l i d e n t i t y and expose them to the 
p r e s s u r e s and problems of p u b l i c accounting p r a c t i c e d u r i n g t h e i r 
formal education p r o c e s s . 
I t i s undeniable t h a t f o r students a s p i r i n g to the p r a c t i c e 
of accountancy t h i s i s a d e s i r a b l e g o a l . However, we are not 
convinced t h i s can be done i n a p r o f e s s i o n a l s c h o o l of accountancy. 
Evidence that other p r o f e s s i o n s , having separate s c h o o l s , b e t t e r 
educate to withstand the s t r a i n s and p r e s s u r e s i n h e r e n t i n t h e i r 
p r o f e s s i o n s , i s a l s o l a c k i n g . 
The Commission's r e s e a r c h shows t h a t "Audit f a i l u r e s have 
not, f o r the most p a r t , r e s u l t e d from a lack of knowledge of 
accounting or a u d i t i n g requirements." What more evidence i s needed 
t h a t e d u c a t i o n a l p r e p a r a t i o n f o r the p r o f e s s i o n i s not at f a u l t ? I t 
i s h i g h l y u n l i k e l y that s k i l l s i n d e a l i n g with s t r e s s and poor 
judgment are teachable i n the classroom, whether i n a p r o f e s s i o n a l 
s c h o o l or i n the p r e v a i l i n g p r e s e n t system. 
P r o f e s s i o n a l S o c i e t y A f f i l i a t i o n f o r Academics 
An i n c r e a s i n g number of teachers of accounting proceed 
d i r e c t l y through the e d u c a t i o n a l p r o c e s s , u n f o r t u n a t e l y without a 
p e r i o d of p r a c t i c e experience. I t i s our recommendation t h a t a more 
c o o p e r a t i v e e f f o r t between the p r a c t i c i n g p r o f e s s i o n a l and the 
educator i s needed: before the PhD degree i s awarded, a reasonable 
p e r i o d of time i n the p r a c t i c i n g p r o f e s s i o n should be r e q u i r e d f o r 
the c a n d i d a t e . Cooperation between the e d u c a t i o n a l i n s t i t u t i o n and 
the f i r m i n d e s i g n i n g and executing a program which would p r o v i d e 
the necessary p r o f e s s i o n a l experience f o r the PhD candidate i s a 
g o a l d e s e r v i n g high p r i o r i t y . Touche Ross stands ready to cooperate 
with e d u c a t i o n a l i n s t i t u t i o n s i n experimenting with the r e d e s i g n of 
PhD programs to i n c o r p o r a t e a p p r o p r i a t e p r a c t i c a l experience. 
While i t would be d e s i r a b l e f o r educators to belong to 
s t a t e CPA s o c i e t i e s and to the AICPA, membership would not, i n our 
view, s i g n i f i c a n t l y change the p a r t i c i p a t i o n of academics i n the 
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a f f a i r s of CPA s o c i e t i e s . N e v e r t h e l e s s , we support the Commision's 
recommendation t h a t the AICPA and s t a t e CPA s o c i e t i e s develop a form 
of membership which would open membership to non-CPA accounting 
educators. 
Uniform CPA Examination and C o n t i n u i n g Education 
We concur i n the Commission's p l a u d i t s f o r the uniform CPA 
examination, and p o i n t out t h a t i t i s under continuous study and 
review. We a l s o support the Commission's comments on c o n t i n u i n g 
e d u c a t i o n . 
Summary 
Touche Ross does not agree with the long-term g o a l s t a t e d 
by the Commission th a t there should be "a four-year l i b e r a l a r t s 
undergraduate program and a three-year graduate p r o f e s s i o n a l 
program, s i m i l a r to t h a t of law." We have p u b l i c l y s t a t e d our view 
i n o p p o s i t i o n to t h a t of the AICPA and of another major accounting 
f i r m . While there may be s p e c i a l s i t u a t i o n s where p r o f e s s i o n a l 
schools are a p p r o p r i a t e , i n g e n e r a l the e x i s t i n g undergraduate and 
masters programs are more than adequate for the t r a i n i n g that i s 
f e a s i b l e p r i o r to entry i n t o the p u b l i c accounting p r o f e s s i o n . 
Our concern i s b u i l t on the premise that academic 
i n s t r u c t i o n cannot r e p l i c a t e "on the l i n e " experience necessary f o r 
understanding a u d i t o r s ' r e s p o n s i b i l i t i e s and o b j e c t i v e s . I f 
academic i n s t i t u t i o n s c o u l d o b t a i n the s e r v i c e s of seasoned 
p r o f e s s i o n a l s as i n s t r u c t o r s , and i f the student c o u l d be g i v e n 
" r e a l time" experience, the a d d i t i o n a l years of education might pay 
o f f . But because the best p r o f e s s i o n a l s and the best o p p o r t u n i t i e s 
w i l l f o r e v e r remain out i n a c t u a l p r a c t i c e , they w i l l not be 
t r a n s f e r a b l e to classroom use. 
An a p p r e n t i c e s h i p program would be u s e f u l , p r o v i d e d i t 
c o u l d be with an o r g a n i z a t i o n that had a broad range of experience 
and v e r s a t i l i t y of p r o f e s s i o n a l s . We think the Commission has 
r e a c t e d f a v o r a b l y to the in-house e d u c a t i o n a l programs of the major 
CPA f i r m s and i s d e s i r o u s of t r a n s f e r r i n g such programs to academia, 
to a f f o r d those i n t e n d i n g to enter the p r o f e s s i o n , but not i n the 
l a r g e f i r m c i r c u i t , the same o p p o r t u n i t i e s . While the idea i s 
commendable, we do not see how i t can be p r a c t i c a b l y accomplished. 
We b e l i e v e improvements can be made i n AICPA and s t a t e 
s o c i e t y courses designed to p a r t i a l l y compensate for the 
"disadvantage" v i s i t e d upon members of other than the major f i r m s . 
At l e a s t the AICPA and s t a t e s o c i e t i e s do o b t a i n the s e r v i c e s , as 
speakers, l e c t u r e r s and d i s c u s s i o n l e a d e r s , of many experienced 
l a r g e f i r m p e r s o n n e l , who seem very w i l l i n g to g i v e t h e i r time i n 
t h i s manner. 
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We are i n favor of the AICPA and s t a t e s o c i e t i e s c r e a t i n g 
an a s s o c i a t e membership s t a t u s to admit non-CPA accounting 
educators. The s u b j e c t has been d i s c u s s e d before by the AICPA and 
should have been approved at an e a r l i e r date. I t seems obvious t h a t 
those teaching e n t r a n t s to the p u b l i c accounting p r o f e s s i o n should 
have access t o , and be g i v e n , a l l of the i n f o r m a t i o n on c u r r e n t 
developments to a s s i s t them i n p r o s e l y t i z i n g p r o f e s s i o n a l standards. 
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FOOTNOTES TO SECTION 8 
(8-1) Refer to our comments at page 10.6 — regarding the 
d e s i r a b i l i t y of f o c u s i n g a l l a u d i t i n g r e s e a r c h — academic and 
p r o f e s s i o n a l — under a newly c o n s t i t u t e d A u d i t i n g Standards 
Board. 
(8-2) Our p h i l o s o p h y i s c o n t a i n e d i n a 1976 p u b l i c a t i o n by the 
Touche Ross Foundation, e n t i t l e d "The Touche Ross Program To 
Support Accounting Education." 
(8-3) I b i d . 
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SECTION 9 
MAINTAINING THE INDEPENDENCE OF THE AUDITOR 
The Commission's T e n t a t i v e C o n c l u s i o n s 
- A u d i t o r s should d e c l i n e any accounting advocacy engagement 
that may b i a s the a u d i t f u n c t i o n . 
- P u b l i c accounting f i r m s should avoid appearance of 
c o n f l i c t s of i n t e r e s t by not engaging i n employment 
r e c r u i t i n g or placement of i n d i v i d u a l s d i r e c t l y i n v o l v e d i n 
s e l e c t i n g or r e t a i n i n g a u d i t o r s . 
- The a u d i t committee should be aware of a l l s e r v i c e s 
p r o v i d e d to a p u b l i c l y h e l d company by i t s independent 
a u d i t o r . 
- Knowledge of a m a t e r i a l d e f i c i e n c y i n p u b l i s h e d unaudited 
f i n a n c i a l i n f o r m a t i o n , a c q u i r e d by the independent a u d i t o r 
i n performing other s e r v i c e s , must be recognized i n 
persuading c l i e n t r e c t i f i c a t i o n or d i s c l o s u r e . 
- Knowledge gained from other s e r v i c e s , i n c l u d i n g by 
c o n s u l t i n g personnel who are made aware of the 
r e s p o n s i b i l i t i e s of independent a u d i t o r s , must be 
t r a n s m i t t e d t o , and i t s i m p l i c a t i o n s c o n s i d e r e d by, the 
a u d i t pa r t n e r i n charge. 
- P r o v i d i n g advice on a p p r o p r i a t e accounting p r i n c i p l e s 
should not be extended to the p o i n t of advocacy. 
- P u b l i c companies should, i n proxy statements that c a l l f o r 
au d i t o r s e l e c t i o n or r a t i f i c a t i o n , d e s c r i b e other s e r v i c e s 
provided by t h e i r a u d i t o r s . 
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Independent d i r e c t o r s should recommend the appointment of 
a u d i t o r s and evaluate the auditor/management r e l a t i o n s h i p . 
A u d i t fees and timing should be c o n s i d e r e d by the a u d i t 
committee i n d i r e c t d i s c u s s i o n with the a u d i t p a r t n e r . 
The type of d i s c l o s u r e i n f i n a n c i a l statements now r e q u i r e d 
by the SEC concerning disagreements when a change i n 
a u d i t o r s occurs should be r e q u i r e d f o r a l l audited 
f i n a n c i a l statements. 
The a u d i t o r should not accept an engagment i f permission 
f o r d i a l o g u e between o l d and new a u d i t o r s i s not granted. 
The a u d i t committee should i n s p e c t the personnel r o t a t i o n 
program of the independent a u d i t o r and evaluate i t s 
e f f e c t i v e n e s s . 
Time pre s s u r e s have an o v e r r i d i n g e f f e c t on the q u a l i t y of 
the a u d i t ; there i s a need f o r improved use i n accounting 
f i r m s of budgeting procedures, f o r e v a l u a t i o n of v a r i a n c e s 
and i n a t t i t u d e s toward personnel r a t i n g s . 
" I n d i v i d u a l p u b l i c accounting f i r m s should immediately 
undertake to conduct s t u d i e s to determine the extent of 
c o n d i t i o n s r e v e a l e d by the Commission's (Survey of the 
I n f l u e n c e of ... the A u d i t o r s ' Work Environment on 
P r o f e s s i o n a l Performance) and the e f f e c t s on t h e i r 
p r a c t i c e s . " 
E a r l y earnings r e l e a s e s m e r i t a s t r i n g e n t warning about the 
p o s s i b i l i t y of r e v i s i o n upon a u d i t . 
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- A u d i t o r s should r e f u s e to accede to annual r e p o r t and 10-K 
d e a d l i n e p r e s s u r e s when t h e i r judgment would suggest that 
a u d i t thoroughness c o u l d s u f f e r . 
- A u d i t o r s must be c o n s u l t e d on r e g i s t r a t i o n statement 
d e a d l i n e s and r e j e c t u n r e a l i s t i c i m p o s i t i o n s . 
- The AICPA E t h i c s D i v i s i o n should consider the 
appropriateness of a n t i c i p a t i n g the recoupment during 
f u t u r e a u d i t s of i n i t i a l engagement fee s h o r t f a l l s . 
- A l l firms should develop c a r e f u l l y drawn l i m i t a t i o n s on 
g i f t s , d i s c o u n t s and s p e c i a l f a v o r s from c l i e n t s . 
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I n t r o d u c t o r y Remarks 
Independence i s an extremely important t o p i c , as the 
a u d i t o r has nothing to o f f e r i f he does not have h i s independence 
and o b j e c t i v i t y — the hallmarks of our p r o f e s s i o n . The M e t c a l f 
S t a f f devoted a c o n s i d e r a b l e p o r t i o n of i t s Study to d e s c r i b i n g the 
p u b l i c accounting p r o f e s s i o n as not t r u l y independent of i t s 
c l i e n t s . Touche Ross has responded to the M e t c a l f S t a f f Study, and 
excerpts r e l a t i n g to independence are i n c l u d e d i n Appendix A, pages 
The Commission on A u d i t o r s ' R e s p o n s i b i l i t i e s seems to have 
taken a t o t a l l y d i f f e r e n t tack, however, approaching the q u e s t i o n of 
independence s u b s t a n t i a l l y from the viewpoint of a u d i t environment, 
p o l i c i e s of major CPA f i r m s and time and fee p r e s s u r e s . I t i s 
imperative that t h i s s u b j e c t be thoroughly c o n s i d e r e d , and the 
Commission's p e r s p e c t i v e i s perhaps a b e t t e r approach f o r the 
a u d i t o r ' s understanding. 
We have some disagreements with the Commission's commentary 
on p r o f e s s i o n a l d e f i c i e n c i e s . We are worried t h a t the impression 
g i v e n of the i n t e g r i t y of the p u b l i c accounting p r o f e s s i o n may be 
u n f a i r l y c r i t i c a l . We t h e r e f o r e o f f e r , f o r the Commission's 
r e c o n s i d e r a t i o n i n p r e p a r i n g i t s f i n a l r e p o r t , our remarks on those 
aspects of S e c t i o n 9 which we think have the p o t e n t i a l f o r focus and 
m a g n i f i c a t i o n by o u t s i d e r s anxious f o r "documentation" of 
p r o f e s s i o n a l f a u l t s . 
R e s t r i c t i o n of S e r v i c e s Incompatible with the A u d i t F u n c t i o n 
The Commission's summary c o n c l u s i o n (p. 92) s t a t e s : "There 
i s no evidence t h a t p r o v i s i o n of s e r v i c e s other than a u d i t i n g has 
a c t u a l l y impaired the independence of a u d i t o r s . However, the b e l i e f 
of a s i g n i f i c a n t m i n o r i t y of users that independence i s impaired 
c r e a t e s a major problem f o r the p r o f e s s i o n . D e c i s i o n s on the other 
s e r v i c e s o f f e r e d and used should be made by i n d i v i d u a l p u b l i c 
accounting f i r m s and boards of d i r e c t o r s of c l i e n t s . " 
We concur i n t h i s c o n c l u s i o n , though we have s e v e r a l 
recommendations on the proper remedies f o r non-independent 
appearance. 
- Management S e r v i c e s 
. Although management a d v i s o r y s e r v i c e s p r o v i d e d to an 
a u d i t c l i e n t may have the appearance of being i n c o n s i s -
t e n t with the a u d i t i n g f u n c t i o n , we are convinced t h a t 
t h i s i s not the case with r e s p e c t to those c o n s u l t i n g 
s e r v i c e s performed by Touche Ross, and probably by other 
l a r g e f i r m s . In conducting our management ad v i s o r y 
s e r v i c e s we are c a r e f u l to make a c l e a r d i s t i n c t i o n 
between a d v i s i n g a c l i e n t — which r e q u i r e s o b j e c t i v i t y 
and independence — and making management d e c i s i o n s — a 
r o l e which i s i n c o n s i s t e n t with independence. 
9.4 
Apart from these safeguards, we have a l s o found t h a t 
performing management a d v i s o r y s e r v i c e s f o r an a u d i t 
c l i e n t tends to f a c i l i t a t e our a b i l i t y to render our 
a u d i t o p i n i o n because of the understanding about the 
company's business and procedures obtained i n the course 
of that work. We already r e q u i r e c o o r d i n a t i o n of a l l 
c l i e n t s e r v i c e s under a g e n e r a l s e r v i c e s partner and have 
adopted c e r t a i n s p e c i f i c requirements f o r i n t e r f u n c t i o n a l 
i n f o r m a t i o n exchange, c i t e d l a t e r . Management s e r v i c e s 
are d i s c u s s e d f u r t h e r i n Appendix A, pages 2-4. 
A l l e g e d C o n f l i c t s 
We agree with the Commission's c o n c l u s i o n that the 
f o l l o w i n g a l l e g e d c o n f l i c t s are not s u s t a i n a b l e , and we 
o f f e r f u r t h e r commentary: 
. Reviews of a company's i n t e r n a l accounting procedures 
(Yale Express) cannot be a c o n f l i c t , as the Commission 
c a l l s f o r t h i s as p a r t of the c o n t i n u i n g a u d i t f u n c t i o n , 
e s p e c i a l l y i n connection with i n t e r i m q u a r t e r l y reviews 
and e v a l u a t i o n s of i n t e r n a l c o n t r o l s . 
. Comfort l e t t e r s ( N a t i o n a l Student Marketing) are the 
placebo of u n d e r w r i t e r s , who q u i t e r i g h t l y under SAS No. 
1, S e c t i o n 630 (SAP No. 48) must s p e c i f y what procedures 
they wish to have the a u d i t o r s perform.(9-1) We would 
not o b j e c t to a b o l i s h i n g comfort l e t t e r s e s p e c i a l l y i f 
the a u d i t o r ' s f u n c t i o n c o n t i n u i n g throughout the year 
c o u l d be developed as a more d e s i r a b l e s u b s t i t u t e . 
. Design of new systems ("Wall S t r e e t Back O f f i c e Mess") i s 
w i t h i n an a u d i t i n g f i r m ' s b a i l i w i c k ( 9 - 2 ) (assuming i t has 
a c q u i r e d the proper e x p e r t i s e i n the i n d u s t r y or a r e a ) . 
The knowledge needed to do an a u d i t of the systems i s a 
s u b s t a n t i a l p a r t of the a b i l i t y to design them. 
. A d v i s i n g on the accounting e f f e c t of p r o s p e c t i v e merger 
t r a n s a c t i o n s (Westec) i s a p a r t of g e n e r a l accounting 
a d v i s o r y s e r v i c e s i n d i s p e n s a b l e to c l i e n t s i n today's 
complex r u l e - o r i e n t e d environment (more of t h i s below). 
I t i s a l s o n e c e s s i t a t e d by New York Stock Exchange 
"p o o l i n g l e t t e r " requirements. Involvement i n arranging 
mergers and a c q u i s i t i o n s i s p r o b l e m a t i c and Touche Ross 
does not act i n t h i s c a p a c i t y . ( 9 - 3 ) I f accountants 
cannot operate i n an "advise and consent" mode, then they 
cannot e f f e c t i v e l y operate only i n a "consent" or 
" c h a l l e n g e " mode, which i s t h e i r primary a c t i v i t y . 
9.5 
- Tax S e r v i c e s 
We t o t a l l y agree that tax s e r v i c e s provided i n an advocacy 
mode by p u b l i c accounting f i r m s does not i n any way a f f e c t 
independence i n the p r o v i s i o n of a u d i t f u n c t i o n s e r v i c e s . 
We have two o b s e r v a t i o n s : 
. LIFO causes problems because of the conformity r u l e s . 
That the SEC and IRS do not see t h i s the same way i s 
e v i d e n t from the s e v e r a l ASRs and complementary Treasury 
Department r e l e a s e s i n recent y e a r s . The SEC's a t t i t u d e 
of concern over " a c c e p t a b i l i t y f o r LIFO tax purposes," 
not n e c e s s a r i l y p r e v a i l i n g f o r f i n a n c i a l r e p o r t i n g 
d e s p i t e conformity r u l e s , i s emphasized by the recent 
SuCrest case.(9-4) 
. Staunch defense by a u d i t o r s of t h e i r work papers 
e v a l u a t i n g adequacy of c l i e n t s ' tax a c c r u a l s and 
p r o v i s i o n s , but not n e a r l y so strong a defense of 
i n f o r m a t i o n bearing d i r e c t l y on the content of r e t u r n s , 
as amply demonstrated i n the recent J o h n s - M a n v i l l e case, 
underscores the symbiosis of a u d i t i n g independence and 
tax s e r v i c e advocacy. 
- Accounting advocacy engagements t h a t may b i a s the a u d i t  
f u n c t i o n 
The Commission presents a balanced view i n a r r i v i n g at i t s 
g e n e r a l c o n c l u s i o n that "Auditors should d e c l i n e any engagement t h a t 
may b i a s the a u d i t f u n c t i o n . A l s o i n a l l advocacy engagements the 
a u d i t o r should e x c e r c i s e care to make i t c l e a r to users that h i s 
work and o p i n i o n s are not presented i n h i s c a p a c i t y as independent 
a u d i t o r . " We agree with the c o n c l u s i o n , b e l i e v i n g , however, that i t 
can only be a p p l i e d on a case by case b a s i s . 
The Report mentions "testimony at r e g u l a t e d i n d u s t r y r a t e 
h e a r i n g s " i n the context of a u d i t c l i e n t advocacy, much as d i d the 
M e t c a l f S t a f f Study. We i n Touche Ross are perhaps unique i n t h a t 
the g r e a t bulk of our r a t e work has been f o r the p u b l i c s e c t o r , even 
though the f i r m does provide a u d i t i n g s e r v i c e s f o r some u t i l i t i e s 
and does o c c a s i o n a l l y represent u t i l i t i e s i n r a t e cases. The f i r m 
has a l s o handled s u b s t a n t i a l f a c t - f i n d i n g assignments f o r f e d e r a l 
r e g u l a t o r y agencies, such as an i n v e s t i g a t i o n of a s i g n i f i c a n t 
segment of the telecommunications i n d u s t r y f o r the F e d e r a l 
Communications Commission. A c u r r e n t p r o j e c t — reviewing f o r the 
I n t e r s t a t e Commerce Commission the c o s t s of the Trans A l a s k a 
P i p e l i n e System f o r the purpose of s e t t i n g r a t e s — i s d i s c u s s e d 
f u r t h e r i n Appendix A, page 5. 
We a l s o p o i n t out the t r u i s m t h a t once a r e g u l a t o r y agency 
f i n a l i z e s i t s r u l i n g , with our without the acceptance of an 
a u d i t o r ' s advocacy, the subsequent a u d i t judgments w i l l be 
independent because they can then be r e l a t e d to the o b j e c t i v e 
r e g u l a t i o n s as adopted. 
9.6 
In summary, the Commission's g e n e r a l recommendation should 
be read o n l y as a concern over appearance of non-independence, and 
not as a c h a l l e n g e to the a u d i t o r ' s i n t e g r i t y . 
"Executive search s e r v i c e s " — The Commission s t a t e s (p. 
99) that " P u b l i c accounting f i r m s should, however, take measures to 
avoi d the appearance of c o n f l i c t s of i n t e r e s t . . . ( b y not engaging) i n 
employment r e c r u i t i n g or placement of i n d i v i d u a l s who would be 
d i r e c t l y i n v o l v e d i n the d e c i s i o n to s e l e c t or r e t a i n independent 
a u d i t o r s . " Although there i s widespread agreement on the 
d e s i r a b i l i t y of a u d i t o r s being s e l e c t e d or r e t a i n e d on the advice of 
the a u d i t committee, we r e a l i z e that f i n a n c i a l o f f i c e r s , 
c o n t r o l l e r s , and s i m i l a r executives who may not be d i r e c t o r s are 
very i n f l u e n t i a l . A c c o r d i n g l y , we agree that e x e c u t i v e search 
s e r v i c e s n e c e s s a r i l y may g i v e an appearance of non-independence. 
With resp e c t to "placement" with c l i e n t s of former 
employees of the accounting f i r m , we b e l i e v e the former a s s o c i a t i o n 
has v i r t u a l l y no e f f e c t on the a u d i t o r ' s independent frame of mind 
i n c a r r y i n g out subsequent audits.(9-5) Whether the former employee 
i s "working out" as a member of management w i l l be much more 
apparent to h i s s u p e r i o r s than i t w i l l be to the a u d i t o r ; f u r t h e r , 
the a u d i t o r ' s best i n t e r e s t s would l i e i n an e a r l y i d e n t i f i c a t i o n of 
any managerial weaknesses i n h i s former employees before h i s 
c l i e n t ' s w e l fare can be adversely a f f e c t e d by poor performance. 
Insofar as p l a c i n g "unwarranted r e l i a n c e on the r e p r e s e n t a t i o n s " of 
former employees i s concerned, the a u d i t o r ' s p e r s o n a l knowledge of 
the former employee may i n f a c t permit him to assess more r e l i a b l y 
the extent to which such r e p r e s e n t a t i o n s are v a l i d . 
Although the AICPA has c o n s i s t e n t l y taken the p o s i t i o n that 
e x e c u t i v e search a c t i v i t i e s as a p r o f e s s i o n a l s e r v i c e to c l i e n t s 
does not c r e a t e a c o n f l i c t of i n t e r e s t s which would impair 
independence, our f i r m w i l l accede to a p r o f e s s i o n - wide r u l e 
p r e c l u d i n g f i r m s from engaging i n executive r e c r u i t i n g , i n c l u d i n g 
mere c l i e n t accommodation e f f o r t s . 
We have reached t h i s c o n c l u s i o n because of a l l e g a t i o n s i n 
the M e t c a l f S t a f f Study, d e s c r i b e d i n Appendix A, page 4. 
- No Fundamental Change i s Necessary 
We are p l e a s e d with the Commission's c o n c l u s i o n (p. 99) 
t h a t "On balance, ... the r e l e v a n t f a c t s do not support a 
p r o h i b i t i o n a g a i n s t any p a r t i c u l a r s e r v i c e s that a u d i t o r s are now 
p ermitted to o f f e r . " As we s a i d i n our response to the M e t c a l f 
S t a f f Study, s u b s t a n t i a l safeguards i n our f i r m assure that we do 
not l o s e our o b j e c t i v i t y and e f f e c t i v e n e s s e i t h e r as independent 
a u d i t o r s or as independent management c o n s u l t a n t s . Tax advocacy has 
long been understood as not an a u d i t independence t h r e a t , and 
accounting advocacy engagements are c a r e f u l l y c o n t r o l l e d . Our MAS 
a c t i v i t y i s a separate f u n c t i o n w i t h i n the f i r m through which we 
advise our c l i e n t s but do not make t h e i r management d e c i s i o n s . 
9.7 
The a d d i t i o n a l knowledge gained i n the course of MAS, tax 
and a u d i t advocacy engagements f a c i l i t a t e s our a u d i t work. To 
preclude a u d i t i n g f i r m s from these kinds of a c t i v i t i e s would i n our 
view b r i n g more harm than good to a u d i t s by hampering a d d i t i o n a l and 
v a l u a b l e sources of a u d i t i n f o r m a t i o n . Furthermore, g i v e n the 
e x p e c t a t i o n t h a t a u d i t o r s w i l l u l t i m a t e l y become i n v o l v e d i n broader 
s e r v i c e s f o r s o c i e t y by r e l a t i n g to more s u b j e c t i v e i n f o r m a t i o n such 
as f o r e c a s t s , i t makes eminent sense f o r a u d i t o r s to a s s i s t t h e i r 
c l i e n t s i n a l l p r o f e s s i o n a l ways so long as independence i n f a c t 
e x i s t s i n the a u d i t a c t i v i t y . 
"Board and a u d i t committee involvement" — The Report 
recommends a c t i v e p a r t i c i p a t i o n of the board or a u d i t committee as a 
way of l e s s e n i n g users' concerns about the p o t e n t i a l c o n f l i c t s of 
s e r v i c e s besides a u d i t i n g . The Commission s t a t e s that boards of 
d i r e c t o r s or a u d i t committees of p u b l i c l y h e l d companies "should be 
aware of a l l the s e r v i c e s provided to the company by the independent 
a u d i t o r (who) should take the lead i n informing them of those 
s e r v i c e s and t h e i r r e l a t i o n s h i p , i f any, to the a u d i t f u n c t i o n , the 
fees f o r those s e r v i c e s , and ... t h a t i n f o r m a t i o n a c q u i r e d i n ... 
these other s e r v i c e s must be considered by the a u d i t o r i n f u l f i l l i n g 
h i s a u d i t r e s p o n s i b i l i t i e s . " 
Touche Ross s i n c e the m i d - s i x t i e s has advocated the 
establishment of c o r p o r a t e a u d i t committees as an e f f e c t i v e step i n 
a s s u r i n g a u d i t o r independence. Such committees should be made 
r e s p o n s i b l e f o r a s c e r t a i n i n g that the a u d i t o r ' s p r o f e s s i o n a l 
standards are met as to t h e i r company. Our f i r m has p u b l i s h e d 
s e v e r a l monographs and a f i l m on t h i s s u b j e c t . We are now updating 
a l l of our e a r l i e r i n f o r m a t i o n , as we b e l i e v e the time has come f o r 
a u d i t committees to recognize the major r e s p o n s i b i l i t i e s being 
t h r u s t upon them, and f o r a u d i t o r s to r e a l i z e that i t i s necessary 
to have two-way communications with the a u d i t committee, not j u s t to 
heap i n f o r m a t i o n on them. 
We b e l i e v e a u d i t committees have c o n s i d e r a b l e 
r e s p o n s i b i l i t y to monitor the p r o p r i e t y of t h e i r c o r p o r a t i o n ' s 
a c t i v i t y , as w e l l as to understand whether the a u d i t o r s they have 
s e l e c t e d have performed adequately. While i t may be d i f f i c u l t to 
o b t a i n a s u f f i c i e n t number of a u d i t committee members having the 
necessary s k i l l s and e x p e r t i s e to d e a l with a l l the contemporary 
complex i s s u e s , we see l i t t l e c h o i c e but to proceed i n that 
d i r e c t i o n . 
"Knowledge of d e f i c i e n t f i n a n c i a l i n f o r m a t i o n " — The 
Commission s t a t e s (p. 100): " I f i n f o r m a t i o n acquired i n performing 
other s e r v i c e s i n d i c a t e s a m a t e r i a l d e f i c i e n c y i n unaudited 
f i n a n c i a l i n f o r m a t i o n issued by an a u d i t c l i e n t , the independent 
a u d i t o r should persuade the c l i e n t to c o r r e c t the i n f o r m a t i o n o r , 
f a i l i n g t h a t , assure that the necessary d i s c l o s u r e i s made." T h i s 
recommendation complements the e a r l i e r recommendations th a t the 
a u d i t o r immediately extend h i s a u d i t f u n c t i o n to the other 
i n f o r m a t i o n i n an annual r e p o r t and to more f o r m a l i z e d a s s o c i a t i o n 
with i n t e r i m f i n a n c i a l r e p o r t i n g . 
9.8 
There are o f t e n c o n s i d e r a b l e d i f f i c u l t i e s i n a s c e r t a i n i n g 
what i s a m a t e r i a l d e f i c i e n c y . For i n s t a n c e , managements have the 
p r e r o g a t i v e to e x p l a i n i n f o r m a t i o n o u t s i d e of the f i n a n c i a l 
statements i n formats d i f f e r e n t than t h a t contained i n the 
f i n a n c i a l s . For example, summarized f i n a n c i a l i n f o r m a t i o n i s 
commonly given elsewhere i n the annual r e p o r t , and the a u d i t o r ' s 
o b l i g a t i o n i s to a s c e r t a i n that there i s no i n c o n s i s t e n c y with the 
a u d i t e d f i n a n c i a l statements. However, standards f o r the proper 
summarization of data have not been promulgated and t h e r e f o r e the 
a u d i t o r i s sometimes confused about whether an i n c o n s i s t e n c y e x i s t s . 
Thus, we recommend that the a u d i t i n g standards board, i n 
c o o p e r a t i o n with r e p r e s e n t a t i v e s of management and f i n a n c i a l 
e x e c u t i v e groups, d e l i n e a t e a p p r o p r i a t e standards f o r f i n a n c i a l 
i n f o r m a t i o n presented o u t s i d e the f i n a n c i a l statements, i n s o f a r as 
p o s s i b l e . 
As to the prompt communication of i n t e r f u n c t i o n a l knowledge 
of a c l i e n t ' s a f f a i r s , we b e l i e v e a l l f i r m s should adopt and 
p u b l i c i z e a p p r o p r i a t e requirements. We have such understandings i n 
our f i r m , f o r m a l i z e d i n the p r a c t i c e p o l i c y manuals of our three 
major f u n c t i o n s — a u d i t i n g , tax and management s e r v i c e s . 
Knowledge from other s e r v i c e s which could be important to 
the a u d i t i s , perhaps i n terms of today's standards, even more 
c r u c i a l than that r e l a t i n g to unaudited data (above). The 
Commission recommends (p. 101): " P u b l i c accounting f i r m s should 
e s t a b l i s h p o l i c i e s and procedures to assure that knowledge gained 
from other s e r v i c e s i s made a v a i l a b l e to the partner i n charge of 
the a u d i t so that he can c o n s i d e r i t s i m p l i c a t i o n s f o r the a u d i t 
f u n c t i o n , i n c l u d i n g a s s u r i n g t h a t c o n s u l t i n g personnel who are not 
CPAs are made aware of the p u b l i c accounting f i r m ' s p r o f e s s i o n a l 
r e s p o n s i b i l i t y as independent a u d i t o r s . " We wholeheartedly agree 
with t h i s recommendation, and have had t h i s as a matter of f i r m 
p o l i c y f o r s e v e r a l years.(9-6) We t h i n k the a p p r o p r i a t e way to 
f o r m a l i z e t h i s i s the manner we have chosen — making the a u d i t 
partner i n charge of the engagement i n q u i r e of those i n charge of 
nonaudit s e r v i c e s f o r a u d i t c l i e n t s , as to the nature of i n f o r m a t i o n 
they may have which bears on the a u d i t f u n c t i o n , being c a r e f u l to 
assure "being on the same wave l e n g t h " i n communicating. 
" P r o v i d i n g advice on accounting p r i n c i p l e s " — We agree that 
p r o f e s s i o n a l guidance i s needed on the circumspect a d v i s i n g of 
c l i e n t s on accounting p r i n c i p l e s without assuming a r o l e of 
advocacy(9-7) or usurping management's p r e r o g a t i v e . We b e l i e v e the 
Commission might f i n d , i f i t attempts a search, t h a t at l e a s t 
s e v e r a l f i r m s have semiformalized p o l i c i e s i n t h i s area that c o u l d 
be s y n t h e s i z e d i n t o a d r a f t recommendation. We have statements of 
p o l i c y , f o r example, on 
. N o n - c l i e n t requests f o r s e r v i c e s , 
. "Shopping" f o r accounting p r i n c i p l e s , 
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. Regional and n a t i o n a l t e c h n i c a l c o n s u l t a t i o n on these 
matters, 
and we i s s u e an annual d e t a i l e d reminder of our a u d i t r o l e as 
amicable s k e p t i c s rather than as advocates. 
"Proxy statement d i s c l o s u r e of other s e r v i c e s " — The 
Commission recommends (p. 101) that p u b l i c companies d i s c l o s e i n 
proxy statements (that i n c l u d e s e l e c t i o n or r a t i f i c a t i o n of the 
s e l e c t i o n of independent a u d i t o r s ( 9 - 8 ) ) " i n f o r m a t i o n on the nature 
of other s e r v i c e s provided to the companies by t h e i r independent 
a u d i t o r s . " In our response to the M e t c a l f S t a f f Study, we 
emphasized how a u d i t committees c o u l d assure that management 
s e r v i c e s and other s e r v i c e s i n a d d i t i o n to a u d i t i n g do not 
compromise the independence of the a u d i t o r . A c c o r d i n g l y , we do not 
agree that major non-audit s e r v i c e s provided by a u d i t i n g f i r m s 
should be d i s c l o s e d and d e s c r i b e d i n proxy statements. Extremely 
minor items could be reported, and lengthy e x p l a n a t i o n s would be 
necessary f o r users to be able to p r o p e r l y a s s i m i l a t e t h i s 
i n f o r m a t i o n . And simply s t a t i n g them would seem to r a i s e an 
unnecessary "red f l a g . " The Commission d e a l s e x t e n s i v e l y with the 
issue of appearance of non-independence, and t h e r e f o r e we suggest 
d e l e t i n g the recommendation of a p r a c t i c e that c o u l d aggravate t h a t 
admittedly unfounded concern. 
P r o t e c t i n g the Independent A u d i t o r from Management Pressure 
As to having "independent a u d i t o r s approved, assigned or 
compensated by a government agency or to have a u d i t s conducted by a 
corps of government a u d i t o r s " (p. 102), we a b s o l u t e l y agree with the 
Commission's r e j e c t i o n of such an approach. We and others 
responding to the Me t c a l f S t a f f Study b e l i e v e we presented a strong 
case that s t r u c t u r a l changes of t h i s nature are n e i t h e r necessary 
nor warranted. We are not n e a r l y so convinced that l e g i s l a t o r s and 
r e g u l a t o r s see i t the same way; we suggest the Commission i n i t s 
f i n a l r e p o r t emphasize i t s c o n c l u s i o n and be r e i t e r a t i v e i n s t a t i n g 
i t s reasons. 
The i s s u e of who pays the a u d i t o r s ' fee i s not the c r u c i a l 
f a c t o r , e s p e c i a l l y i n view of the p r i c e competition r e f e r r e d to by 
the Commission on page 117. 
"Audit committees and boards of d i r e c t o r s " — The 
Commission recommends (p. 103) that "Independent members of the 
Board of D i r e c t o r s should be r e s p o n s i b l e f o r recommending to 
shareholders the appointment of independent a u d i t o r s and f o r 
e v a l u a t i n g the r e l a t i o n s h i p between the a u d i t o r and management." We 
completely agree with t h i s recommendation and we have, wherever 
p o s s i b l e , encouraged not on l y the formation of a u d i t committees, but 
the need f o r an ex e c u t i v e s e s s i o n of the a u d i t o r s and o u t s i d e 
members of the a u d i t committee at each meeting. In t h i s way a u d i t 
committee members can evaluate the r e l a t i o n s h i p with management 
without concern t h a t the a u d i t o r w i l l f e e l c o n s t r a i n e d i n h i s 
responses. 
9.10 
There i s no reason that the c h i e f e x e c u t i v e o f f i c e r and the 
c h i e f f i n a n c i a l o f f i c e r should not be present except during the 
exe c u t i v e s e s s i o n , as t h e i r input and d i s c u s s i o n on complex matters 
w i l l o f t e n be u s e f u l to the a u d i t committee. 
"Audit arrangements and f e e s " — The Report s t a t e s (p. 104) 
th a t "Matters of fees and t i m i n g , i n p a r t i c u l a r , should be c a r e f u l l y 
considered by the board or a u d i t committee, i n d i r e c t d i s c u s s i o n 
with the a u d i t p a r t n e r . " We agree that the a u d i t committee should 
i n q u i r e i n t o the adequacy of fees and the timing of a u d i t work, i n 
order to o b t a i n frank assurance from the a u d i t partner i n charge 
that fee l i m i t a t i o n s i f any d i d not a f f e c t a u d i t scope (and 
t h e r e f o r e p o s s i b l y i t s q u a l i t y ) . ( 9 - 9 ) However, i t may be 
u n r e a l i s t i c to expect the a u d i t committee to f u l l y e v aluate f e e s , 
e s p e c i a l l y i n major engagements; but the committee should be o f f e r e d 
a summarization, on a comparative b a s i s , of the a u d i t o r ' s charges. 
The a u d i t o r should a l s o i n d i c a t e what t o t a l time charges and 
expenses were on the engagement, how much " r e s t r i c t i o n " he has 
taken, and be prepared to e x p l a i n the reasons why the r e s t r i c t i o n 
was a d v i s a b l e . A u d i t o r s are businessmen o p e r a t i n g i n a co m p e t i t i v e 
environment, apart from t h e i r o b l i g a t i o n s to serve s o c i e t y . The 
aud i t o r should g e n e r a l l y know when i n e f f i c i e n c i e s occur i n h i s 
a u d i t , and be prepared to ad j u s t h i s fees a c c o r d i n g l y . 
" S c r u t i n y of a u d i t o r changes" f o r disagreements — We agree 
that the type of d i s c l o s u r e c a l l e d f o r by item 12 of Form 8-K of the 
SEC would probably be u s e f u l f o r a l l audited f i n a n c i a l statements, 
but a d d i t i o n a l s p e c i f i c a t i o n i s r e q u i r e d of what c o n s t i t u t e s a 
disagreement and how i t s e f f e c t s are measured f o r purposes of 
i n c l u s i o n i n subsequent f i n a n c i a l statement d i s c l o s u r e . ( 9 - 1 0 ) We 
a l s o suggest t h a t , f o r companies not s u b j e c t to the SEC, there be a 
formal l e t t e r from the c l i e n t , when t e r m i n a t i n g the a u d i t o r s ' 
s e r v i c e s , i n which any disagreements of the type contemplated i n ASR 
165 are d e s c r i b e d , and an acknowledgement l e t t e r from the terminated 
a u d i t o r i n which concurrence would be i n d i c a t e d or other e x p l a n a t i o n 
g i v e n . 
Need f o r di a l o g u e between changed a u d i t o r s — There i s 
l i t t l e q u e s t i o n that a u d i t o r s who are not permitt e d access to the 
p r i o r accountants w i l l , i n s c r u p u l o u s l y observing p r o f e s s i o n a l 
standards, r e f u s e to accept that engagement except i n r a r e 
circumstances. Communications between a u d i t o r s should cover more 
than the minimal matters r e q u i r e d by SAS 7; t h i s SAS should be 
r e v i s e d to gi v e a d d i t i o n a l and s p e c i f i c guidance on the nature of 
matters to be communicated: though d i a l o g u e should be r e q u i r e d to 
in c l u d e a l l s i g n i f i c a n t matters, i f the succeeded a u d i t o r has 
s u b j e c t i v e , unresolved doubts(9-11) to convey to the succeeding 
a u d i t o r , p r o v i s i o n should be made f o r the c l i e n t to be present to 
e x p l a i n h i s views on the matter. In some i n s t a n c e s , a u d i t o r s may 
have s u s p i c i o n s they are u n w i l l i n g to d i v u l g e , perhaps on the advice 
of t h e i r own l e g a l c o u n s e l , at the time they are r e s i g n i n g . T h i s 
area s u r e l y needs f u r t h e r study f o r the adequate p r o t e c t i o n of the 
c l i e n t and the new a u d i t o r s , without p l a c i n g the r e s i g n i n g a u d i t o r 
at s e r i o u s l e g a l r i s k f o r h i s commentary. 
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We a l s o agree that d i s c l o s u r e of a u d i t o r changes should be 
i n c l u d e d i n the recommended r e p o r t by management covered by the 
Commission on page 77. 
" R o t a t i o n of a u d i t o r s " — As we have p o i n t e d out i n our 
response to the M e t c a l f S t a f f Study, there i s a l r e a d y intense and 
healthy c o m p e t i t i o n , and we do not b e l i e v e that mandatory r o t a t i o n 
of a u d i t i n g f i r m s or p l a c i n g two firms on the stockholder b a l l o t 
would serve any u s e f u l purpose. In f a c t , such an approach c o u l d 
l e a d to even more c o n c e n t r a t i o n by t a k i n g away from smaller f i r m s a 
p o r t i o n of the p u b l i c companies p r e s e n t l y audited by them. Forced 
r o t a t i o n would c e r t a i n l y i n c r e a s e t o t a l c o s t s to s o c i e t y f o r the 
a u d i t f u n c t i o n , because of the i n c r e a s e d i n c i d e n c e of s t a r t - u p c o s t s 
i n e v i t a b l e i n f i r s t a u d i t engagements. 
We r e c o g n i z e the value of an a u d i t i n g f i r m scheduling 
changes i n personnel on s p e c i f i c engagements, to p r o v i d e the 
s u b s t a n t i a l advantage of a f r e s h p e r s p e c t i v e and to h e l p assure that 
the a u d i t team would not become too f a m i l i a r with the assignment, 
l o s i n g i t s sense of c h a l l e n g e . That f r e s h outlook would be 
a v a i l a b l e w i t h i n the c o n t i n u i t y of the h i s t o r i c a l p e r s p e c t i v e of the 
a u d i t o r - c l i e n t r e l a t i o n s h i p and the attendant f a m i l i a r i t y with the 
c l i e n t ' s o p e r a t i o n s . 
T h e r e f o r e , we agree with the recommendation of the 
Commission that there should be r o t a t i o n w i t h i n an i n d i v i d u a l f i r m 
of p a r t n e r s and s t a f f assigned to a u d i t engagements. And we agree 
that the a u d i t committee should be r e q u i r e d to monitor the a u d i t 
f i r m ' s r o t a t i o n p l a n , evaluate i t s e f f e c t i v e n e s s and o n l y then 
consider whether s e l e c t i o n of new a u d i t o r s f o r a f r e s h viewpoint i s 
r e q u i r e d . 
Management P o l i c i e s and Procedures of P u b l i c Accounting Firms and  
T h e i r E f f e c t on Independence 
Competition and independence 
We agree that the user has no o p p o r t u n i t y to evaluate a u d i t 
q u a l i t y d i f f e r e n c e s (p. 107), i f indeed there are that many i n the 
a u d i t s of p u b l i c l y held companies. Likewise, users do not have an 
o p p o r t u n i t y to impact a u d i t p r i c e except very i n d i r e c t l y . T h i s i s 
an a p p r o p r i a t e reason f o r a u d i t committees to pay a t t e n t i o n to a u d i t 
f e e s , a u d i t scope, and the r e l a t i o n s h i p of one to the o t h e r . 
But the Commission s t a t e s (p. 108) that i f "purchasers of 
a u d i t s e r v i c e s are more conscious of p r i c e than q u a l i t y , a u d i t o r s 
w i l l be tempted to compete on the b a s i s of p r i c e and to make 
necessary adjustments i n the extent of work performed." The 
unavoidable i n f e r e n c e i s that a u d i t q u a l i t y w i l l s u f f e r . 
In our American economy, processes are c o n t i n u a l l y r e v i s e d 
( a u d i t i n g i s a process) to s t r i v e f o r optimum e f f i c i e n c y . As 
a u d i t o r s become i n c r e a s i n g l y aware of v a l i d s o c i e t a l needs, there i s 
l i t t l e doubt i n our minds that a p p r o p r i a t e procedures f o r 
e f f i c i e n t l y f u l f i l l i n g those needs w i l l be devised or w i l l e v o l v e . 
9.12 
Although the p o t e n t i a l f o r degrading of q u a l i t y by 
ex c e s s i v e fee co m p e t i t i o n e x i s t s , the Commission should not o v e r l y 
suggest t h a t q u a l i t y i s s u f f e r i n g . There i s no evidence (not even 
i n the Commission's Survey d e s c r i b e d l a t e r ) t h a t fee pr e s s u r e s 
r e s u l t i n substandard a u d i t i n g any more so than p r i c e c o m p e t i t i o n 
among auto makers produces substandard c a r s . 
In our f i r m , even while faced with i n t e n s i v e p r i c e 
c o m p e t i t i o n , we have added procedures(9-12) i n recent years which 
have i n c r e a s e d o v e r a l l a u d i t c o s t s 5 to 7%. To a m e l i o r a t e the 
e f f e c t s of p r i c e competition we have r e c e n t l y adopted a 
c o n c e p t u a l i z e d a u d i t approach(9-13) which w i l l r e s u l t i n e l i m i n a t i n g 
v e s t i g i a l a u d i t procedures, t r y i n g to do o n l y the work th a t "counts" 
and do i t on l y once f o r however many purposes i t i s needed. Our 
Touche Ross A u d i t Process, w h i l e unique, i s one of s e v e r a l such 
processes developed by major CPA f i r m s . The amount of res e a r c h and 
f i n a n c i a l investment i n such programs i s immense, but our f i r m has 
been more than w i l l i n g to undertake t h i s investment i n order to 
maintain and improve a u d i t q u a l i t y i n the face of fee p r e s s u r e s . 
As the Commission admits (p. 109), there i s a need f o r 
l a r g e c l i e n t base (the " c r i t i c a l mass") to support the c o s t s of 
complex s e r v i c e s and s p e c i a l i s t s . ( 9 - 1 4 ) The Commission's c o n c l u s i o n 
on fee s t r u c t u r e w i l l do nothing to change t h i s phenomenon. 
Mar g i n a l c o s t p r i c i n g and b u i l d i n g a core of c l i e n t s i n a p a r t i c u l a r 
s p e c i a l i z e d i n d u s t r y are both b e n e f i c i a l to s o c i e t y , as w e l l as i n 
the l a t t e r case, necessary to ac q u i r e the s p e c i a l i z e d i n d u s t r y 
knowledge the Commission has suggested i n S e c t i o n 4, page 39. 
As the Commission i s aware, the M e t c a l f S t a f f Study 
i n c l u d e d the c o n c l u s i o n that "The s i z e of the major f i r m s permits 
them to dominate the p r o f e s s i o n and there should be more co m p e t i t i o n 
among them." Our summary view s t a t e d i n response to the S t a f f Study 
i s repeated below as i t i s e q u a l l y a p p r o p r i a t e to the Commission's 
d e l i b e r a t i o n s ( 9 - 1 5 ) : 
"The S t a f f concludes that the l a r g e s i z e of the B i g 8 
fi r m s i s at v a r i a n c e with the p u b l i c i n t e r e s t . In f a c t , 
the exact o p p o s i t e i n t r u e . Large m u l t i n a t i o n a l c l i e n t s 
can o n l y be handled by fi r m s with the breadth of o f f i c e s 
and s p e c i a l i z e d e x p e r t i s e adequate to the demands of those 
engagements. F u r t h e r , a sm a l l accounting f i r m c o u l d have a 
s i g n f i c a n t independence problem with r e s p e c t to a c l i e n t 
which represented a dominant or s u b s t a n t i a l p o r t i o n of i t s 
p r a c t i c e . 
"The Study a l s o s t a t e s t h a t the l a r g e r accounting f i r m s 
are not s u f f i c i e n t l y c o m p e t i t i v e to s u i t p u b l i c need. 
...(T)hat c o n c l u s i o n i s simply not c o r r e c t , which i s 
undoubtedly a t t r i b u t a b l e to a s u b s t a n t i a l misconception of 
the environment as i t r e a l l y e x i s t s . A c t u a l l y , i n few 
i n d u s t r i e s i s there such an abundant number of s t r o n g , 
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a g g r e s s i v e competitors as i n the accounting p r o f e s s i o n . 
T h i s aggressiveness stems i n l a r g e p a r t from the f i r m s ' 
i n d i v i d u a l needs to grow i n order to support the t r a i n i n g 
and q u a l i t y c o n t r o l demands of the business world which 
they serve as w e l l as the i n c r e a s i n g p u b l i c e x p e c t a t i o n s 
they are asked to meet." 
In summary, we b e l i e v e that f i r m s are not l i m i t e d by t h e i r 
a b i l i t y to expand g e o g r a p h i c a l l y or to enter new t e c h n i c a l f i e l d s 
except to the extent they are u n w i l l i n g to i n v e s t i n a d d i t i o n a l 
p e r s o n n e l who possess the r e q u i s i t e c h a r a c t e r i s t i c s and t e c h n i c a l 
expertise.(9-16) Our own f i r m i s an i n d i c a t i o n of a b i l i t y to grow, 
as we were formed s i n c e World War II and have achieved a p o s i t i o n 
w i t h i n the B i g 8. Although we b e l i e v e competition i s i n t e n s e today, 
we b e l i e v e i t to be healthy and r e f l e c t i v e of the f r e e marketplace. 
With the M e t c a l f S t a f f b e l i e v i n g there i s i n s u f f i c i e n t 
c o m p e t i t i o n and the Commission suggesting there i s too much 
com p e t i t i o n , t h i s may be an i n d i c a t i o n t h a t the nature of s e r v i c e s 
and t h e i r q u a l i t y — and not competition — are what's at i s s u e . 
The O v e r r i d i n g E f f e c t of Time Pres s u r e s on the Q u a l i t y of the A u d i t 
We b e l i e v e t h i s i s the most i n c i s i v e p o r t i o n of the 
Commission's Report, but we have concerns over some of i t s content. 
The Commission s t a t e s i t s b e l i e f t h a t , i n g e n e r a l , a u d i t f a i l u r e s 
are due to mistakes i n judgment because of e x c e s s i v e r e l i a n c e on 
c l i e n t r e p r e s e n t a t i o n s . But i n s e a r c h i n g f o r "the u n d e r l y i n g cause 
of a u d i t f a i l u r e s , " the Commission seems to move away from the i s s u e 
of e x c e s s i v e r e l i a n c e ( 9 - 1 7 ) by s t a t i n g (p. 111) t h a t : "Although 
there are other f a c t o r s , the Commission b e l i e v e s t h a t e x c e s s i v e time 
pr e s s u r e s are the most p e r v a s i v e cause of a u d i t f a i l u r e . " ( 9 - 1 8 ) 
We b e l i e v e the Commission c o u l d have been h e l p f u l i n 
a d v i s i n g what the a u d i t o r should do when faced with r e p r e s e n t a t i o n s 
extremely d i f f i c u l t to s u b s t a n t i a t e or perhaps not at a l l 
s u s c e p t i b l e of e x t e r n a l evidence. The extent of r e l i a b i l i t y of 
r e p r e s e n t a t i o n s i s a major problem, and one that has not been moved 
much nearer to r e s o l u t i o n by the newly i s s u e d SAS No. 19, " C l i e n t 
R e p r e s e n t a t i o n s . " 
- The Commission's Survey of A u d i t P a r t n e r s and S t a f f 
Ever s i n c e we became aware of i t i n e a r l y 1976, we have 
p a i d c a r e f u l a t t e n t i o n to the Commission's "Survey on the I n f l u e n c e 
of S e l e c t e d Aspects of the A u d i t o r s ' Work Environment on 
P r o f e s s i o n a l Performance of C e r t i f i e d P u b l i c Accountants" ( o f t e n 
r e f e r r e d to as the "Rhode Survey"). Information i s made a v a i l a b l e 
by the Commission i n three s t r a t a : 
- The Commission's s e l e c t i v e summarization and t e n t a t i v e 
c o n c l u s i o n s on pages 111-115 of the Report of T e n t a t i v e 
C o n c l u s i o n s . 
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A more complete summarization by the Commission of the 
survey q u e s t i o n s and r e s u l t s , along with c o n c l u s i o n s drawn 
therefrom, i n Appendix B, pages 167-174 of the Report. 
- The e n t i r e 353 page r e s e a r c h r e p o r t by P r o f e s s o r John Grant 
Rhode, dated February 24, 1977, a v a i l a b l e f o r study o n l y i n 
the AICPA l i b r a r y . 
We have reviewed a l l of these segments and have many 
thoughts on t h e i r content. We are w i l l i n g to d i s c u s s our thoughts 
i n p e r s o n a l c o n v e r s a t i o n s i f the Commission so d e s i r e s . We have the 
f e e l i n g , however, that the Commission understands our o v e r a l l 
concern, as s t a t e d i n the Summary s e c t i o n of t h i s response (pp. v i -
v i i i ) . 
T h e r e f o r e , we w i l l g e n e r a l l y r e s t r i c t our remarks here to a few 
o v e r r i d i n g m a t t e r s : 
1. The Survey most c e r t a i n l y was v a l i d i n purpose. Because i t 
was s u b s t a n t i a l l y an a t t i t u d i n a l survey t o l e r a t i n g r a t h e r 
broad p e r c e p t i o n s by respondents of what q u a l i t a t i v e 
f a c t o r s were implied i n the q u e s t i o n s , the Survey c o u l d 
not, of course, d e l i v e r f a c t u a l l y on what i t s t i t l e i m p l i e d 
("Influence ... on P r o f e s s i o n a l Performance"). However, 
the Commission d e s c r i b e d i t s purpose more a p t l y (p. 111) -
"... to determine ( a u d i t o r s ' ) a t t i t u d e s and p r a c t i c e s 
r e l a t e d to the q u a l i t y of t h e i r work and independence." 
2. In a d d i t i o n to asking respondents about t h e i r own 
performance, the Survey contained a number of q u e s t i o n s 
about the respondents' p e r c e p t i o n s of the performance of 
o t h e r s . (We understand t h a t o r d i n a r i l y these q u e s t i o n s are 
designed as v a l i d i t y checks.) There were s i g n i f i c a n t 
d i f f e r e n c e s between p e r s o n a l admissions and p e r c e p t i o n s of 
o t h e r s ' a c t i v i t i e s i n the area of "substandard" p r a c t i c e s 
d i s c u s s e d on pp. 9.15 and 9.16). 
3. The Commission undertook two other major endeavors r e l a t i n g 
to the e f f e c t of time p r e s s u r e s : 
- A study to determine the u n d e r l y i n g cause of substandard 
performance i n s e l e c t e d cases i n v o l v i n g a u d i t o r s . 
- A s e r i e s of meetings with SEC enforcement s t a f f and other 
SEC s t a f f , and with s e l e c t e d t e c h n i c a l p a r t n e r s of p u b l i c 
accounting f i r m s . 
A c c o r d i n g l y , the Commission's c o n c l u s i o n s are a s y n t h e s i s 
of three sources, two of which were not by t h e i r nature 
s u b j e c t to e m p i r i c a l c o n s t r a i n t s . The t h i r d , the Rhode 
Survey, appears to us to be s t a t i s t i c a l l y v a l i d , but i t s 
design of questions c o u l d , i n our view, produce many more 
i n f e r e n c e s than those chosen by the Commission. T h i s 
becomes c l e a r upon study of and r e f l e c t i o n on the e n t i r e 
r e s e a r c h r e p o r t . 
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4. The concerns i d e n t i f i e d by the Commission are r e a l but we 
are worried t h a t the Commission's i d e n t i f i c a t i o n of 
p o s s i b l e causes and the r e s u l t i n g recommendations could be 
viewed by the p u b l i c as s o l i d f a c t . I t i s our impression 
th a t t h i s s u b s e c t i o n of the Report c o u l d g i v e a more 
negative d e p i c t i o n of a u d i t o r s than i s j u s t i f i e d , 
e s p e c i a l l y when g i v i n g cognizance to the i n f e r e n t i a l range 
of the responses to the Rhode Survey. 
5. The r e s u l t of the Commission's treatment of t h i s very 
important s e c t i o n of i t s Report c o u l d be, i n our view: 
- A misunderstanding by the p u b l i c of the Rhode Survey, 
g i v e n i t s d e t a i l e d content and i t s own r e c o g n i t i o n of 
i n f e r e n t i a l p o s s i b i l i t i e s . 
- A misunderstanding of the recommendation that f i r m s 
conduct i n t e r n a l s t u d i e s of the extent of u n s a t i s f a c t o r y 
p r a c t i c e s and c o n d i t i o n s . 
An element of p u b l i c i t y g i v e n to the Commission's Report i s 
found i n the column by F r e d e r i c k Andrews on "Taxes and Accounting" 
i n the Wall S t r e e t J o u r n a l on A p r i l 5, 1977. The column ( f u l l t e x t 
i s g iven at the end of t h i s s e c t i o n of our response) notes: 
"In t o t a l , of 1,441 responses to a q u e s t i o n asking 'the 
primary m o t i v a t i n g f a c t o r ' f o r i n d i v i d u a l a u d i t o r s to 
s i g n o f f on - or mark as completed - on a r e q u i r e d a u d i t 
s t ep they a c t u a l l y had not c a r r i e d out, 533 c i t e d time 
budget p r e s s u r e s . " 
T h i s i s a f a i r r e f l e c t i o n of the time and fee pres s u r e 
statements made by the Commission i n S e c t i o n 9 and Appendix B of i t s 
Report. But we wonder i f i t i s balanced, based on the f o l l o w i n g 
a n a l y s i s we performed. 
The synopsis quoted i n the press i s drawn from Question 35 
of the Survey, which does not ask a respondent why he hi m s e l f 
omitted a step; i t simply asks f o r h i s o p i n i o n on why someone would 
do i t . Although 40% c i t e d time budget p r e s s u r e , 23% f e l t the 
primary reason was i m m a t e r i a l i t y of the s t e p . 
But more imp o r t a n t l y , there were but 887 persons out of 
1,526 respondents (58%) who admitted that they p e r s o n a l l y signed o f f 
on an a u d i t step without completing the work. Of these o n l y 52, or 
3%, d i d so even though they were not s a t i s f i e d with the extent of 
the examination i n the p a r t i c u l a r area. 
Why do more (1,441) have an o p i n i o n on causes of the 
impr o p r i e t y than those (887) who admit to having performed i t ? The 
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answer may be found i n Question 29 (perhaps a v a l i d i t y check 
q u e s t i o n ) , which asks whether the respondent has ever known of 
o t h e r s i n h i s f i r m who were g u i l t y of the i m p r o p r i e t y . 1,182 
respondents (or 73%) out of 1,630 s a i d they knew of such conduct, 
and 20% s a i d i t o c c u r r e d d e s p i t e n o n - s a t i s f a c t i o n with the a u d i t of 
the area. 
I t has o f t e n been demonstrated t h a t misconduct i s a l l e g e d 
of c o l l e a g u e s much more so than i t i s of o n e s e l f ( 9 - 1 9 ) , and t h a t may 
p a r t i a l l y e x p l a i n the matter. Or i t may leave some unanswered 
ques t i o n s about the respondents' understanding of the Survey. 
We have performed other c r o s s comparisons and analyses of 
the Survey r e s u l t s , but we are c e r t a i n t h a t Commission members have 
a l s o done so i n a r r i v i n g at a s y n t h e s i s o f the s e v e r a l i n f o r m a t i o n 
sources f o r t h i s s u b s e c t i o n . F u r t h e r comments on our p a r t might 
t h e r e f o r e seem presumptuous. But our view on a matter so c r i t i c a l 
to the p r o f e s s i o n as i t s i n t e g r i t y , i s t h a t no amount of d e t a i l 
c o u l d be too abundant i n d e s c r i b i n g i n the Report the i n f o r m a t i o n 
sources, t h e i r f a c t u a l vs. o p i n i o n content and the broad range of 
p o s s i b l e i n f e r e n c e s . However, we can a p p r e c i a t e t h a t the Commission 
chose not to inundate i t s audience, and we t h e r e f o r e suggest on p. 
9.19, an even b r i e f e r treatment of t h i s s u b s e c t i o n . 
Comments on the Commission's c o n c l u s i o n s and recommendations 
1. We do not b e l i e v e t h a t unreasonable c l i e n t time demands 
cause the a u d i t o r to compromise h i s independence. Because 
a u d i t o r s perform a s e r v i c e , many w i l l s t r i v e to perform i t 
at the h i g h e s t speed. In no way do they b e l i e v e they are 
s h o r t c u t t i n g the necessary procedures, and the Commission 
may underestimate the e n e r g i e s of d e d i c a t e d p r o f e s s i o n a l s 
to both do i t r i g h t and do i t f a s t . 
2. I t i s to be expected t h a t surveyed a u d i t o r s b e l i e v e time 
budgets have an e f f e c t on a u d i t o r s ' performance. In most 
human endeavor, a time c o n s t r a i n t causes a performance 
p r e s s u r e , but such t e n s i o n may be b e n e f i c i a l r a t h e r than 
d e t r i m e n t a l . 
3. In view of the b e l i e f of a l a r g e p r o p o r t i o n of respondents 
t h a t s i g n - o f f s without performance d i d not a f f e c t t h e i r 
a u d i t s a t i s f a c t i o n , what c o u l d have been c o n s c i e n t i o u s l y 
addressed by the Commission i s the i s s u e of a p p r o p r i a t e and 
t r u t h f u l documentation.(9-20) I t stands t o reason those 
work elements not a f f e c t i n g the q u a l i t y of the a u d i t c o u l d 
be regarded with e x p e n d a b i l i t y — though we would not f o r a 
moment condone th a t approach. 
4. We s t r o n g l y agree t h a t a l l time worked should be recorded 
by the a u d i t o r . A u d i t scope p l a n n i n g must be based upon 
f u l l knowledge of p r e v i o u s time i n p u t . However, there are 
so many v a r i a b l e s i n v o l v e d i n a s c e r t a i n i n g a u d i t e f f i c i e n c y 
and c o m p e t i t i v e p r i c i n g t h a t f a i l u r e to r e c o r d hours i s but 
one element of the t o t a l problem. 
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Touche Ross has long had a p o l i c y r e q u i r i n g that p e r s o n n e l 
charge a l l time worked. No doubt some of our personnel who 
were i n c l u d e d i n the Commission's Survey may have answered 
tha t they d i d not always charge a l l t h e i r time. We 
c o n s i d e r t h i s a s e r i o u s problem, but one of i n t e r n a l 
a d m i n i s t r a t i o n r a t h e r than of q u a l i t y c o n t r o l . 
The p r a c t i c e of working a d d i t i o n a l hours without charging 
them a l s o seems an anomalous response from i n d i v i d u a l s who 
may have admitted s i g n i n g o f f f o r a u d i t procedures without 
performing them. A high degree of p r o f e s s i o n a l i s m i n 
t a k i n g the time to complete the job p r o p e r l y , d e s p i t e time 
p r e s s u r e s , i s l i k e l y to be more important to most a u d i t o r s 
than t a k i n g " s h o r t c u t s . " 
A major f a c t o r i n v o l v e d i n suppressing tendencies to 
s i g n - o f f a u d i t procedures without performing them was 
i n d i c a t e d by Survey respondents as being the l e v e l of 
review i n t h e i r p r a c t i c e s . Touche Ross has had an in-depth 
" p r o f e s s i o n a l standards review" throughout i t s e n t i r e 
30-year h i s t o r y . 
T h i s independent p r e i s s u a n c e review of the f i n a n c i a l 
statements, a u d i t o r s ' r e p o r t and a u d i t work papers has, we 
hope, counterbalanced any s i g n i f i c a n t tendency to s h o r t c u t 
a u d i t procedures. Such a p r e i s s u a n c e review procedure 
should be encouraged f o r a l l f i r m s . 
The need f o r improved use of budgeting procedures i n  
accounting f i r m s — Despite our d i f f e r e n c e s of o p i n i o n over 
some of the Commission's comments about the adverse e f f e c t s 
of budgeting p r a c t i c e s ( 9 - 2 1 ) , we agree t h a t time budgets 
should be r e a l i s t i c . A l l of the purposes a s c r i b e d to time 
budgets s t a t e d on page 113 of the Commission's Report are 
v a l i d . We have a l r e a d y i n c l u d e d i n our newly r e l e a s e d 
c o n c e p t u a l i z e d a u d i t process a p r o v i s i o n t h a t time budgets 
and time expenditures be i n c o r p o r a t e d d i r e c t l y i n t o the 
a u d i t working papers. T h i s was decided upon before the 
Commission r e l e a s e d i t s Report, as c o n d i t i o n s seemed 
p r o p i t i o u s to adopt t h i s step as a n a t u r a l p a r t of our 
f i r m ' s a u d i t c o n t r o l e v o l u t i o n . 
The need f o r f u r t h e r study of a u d i t s t a f f members — The 
Commission has recommended th a t " I n d i v i d u a l p u b l i c 
accounting f i r m s immediately undertake to conduct s t u d i e s 
to determine the extent of the c o n d i t i o n s r e v e a l e d by the 
Commission's study and the e f f e c t s on t h e i r p r a c t i c e s . " 
As the Commission i s aware, SAS No. 4 r e q u i r e s t h a t f i r m s 
maintain an i n s p e c t i o n program to monitor c o n f o r m i t y with 
p r o f e s s i o n a l standards. A l l of the l a r g e r f i r m s perform 
some type of p e r i o d i c review of each o f f i c e ' s p r a c t i c e 
q u a l i t y . In our f i r m , a "Task Force Review" (in-depth 
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review of s e l e c t e d engagements) i s a l t e r n a t e d b i e n n i a l l y 
with a " T e c h n i c a l Center Review" (a more l i m i t e d coverage 
of o v e r a l l q u a l i t y aspects) so t h a t each o f f i c e has annual 
c o n s i d e r a t i o n of i t s p r o f e s s i o n a l standards compliance. 
We b e l i e v e t h i s approach should be emphasized, but we 
wonder whether the Commission b e l i e v e s such programs are 
i n s u f f i c i e n t to minimize the occurrence of the problems 
r e v e a l e d by the Survey. We hope the Commission d i d not 
have i n mind a study of the i n t e g r i t y of a f i r m ' s 
p r o f e s s i o n a l s t a f f as a means of f e r r e t i n g out past 
d e f e c t s , or to see i f the Survey r e s u l t s are r e a l l y as 
r e p o r t e d . I t seems to us that the emphasis should be on 
high standards of conduct, with the admonition (based on 
the Commission's Survey r e s u l t s ) t h a t d i s r e g a r d of those 
standards should be summarily d e a l t with. 
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Firms which have not a l r e a d y done so would be w e l l - a d v i s e d 
to s t a t e a code of conduct i n S t a f f Manuals i s s u e d to t h e i r 
employees so t h a t there can be no misunderstanding t h a t 
e t h i c a l standards take f i r s t prominence, f a r i n excess of 
any c o n s i d e r a t i o n s of meeting time budgets — which, a f t e r 
a l l , are and should be o n l y estimates i n advance of 
encountering s p e c i f i c a u d i t c ircumstances. We think t h a t 
s u f f i c i e n t p u b l i c i t y of the Commission's concerns along 
with f o r t i f i e d i n t e r n a l i n s p e c t i o n programs w i l l be an 
adequate remedy. 
* * * * * 
We recommend that the Commission, i n i t s f i n a l r e p o r t , 
b r i e f l y r e s t a t e i t s v a l i d concerns and i t s recommendations. We 
suggest t h a t c a u s a t i v e f a c t o r s be r e s t u d i e d by the Commission and 
those not supported by reasonably f a c t u a l evidence be minimized or 
removed. We are c e r t a i n the Commission's f i n a l r e p o r t w i l l r e c e i v e 
very broad a t t e n t i o n and i t i s important that t h i s most s e n s i t i v e 
area of i n t e g r i t y be d e a l t with i n a way more f a v o r a b l e to the 
p r o f e s s i o n , to the f u l l e s t extent the Commission b e l i e v e s j u s t i f i e d . 
Time d e a d l i n e p r e s s u r e s — I f the SEC were to adopt more 
f l e x i b l e d e a d l i n e s f o r 10-K r e p o r t s , or i f i t were to adopt a 
continuous d i s c l o s u r e approach with v a r y i n g a u d i t o r a t t e s t a t i o n 
dates, even though the company's f i s c a l year i s not changed, t h i s 
c o u l d a l l e v i a t e time d e a d l i n e p r e s s u r e s . Perhaps the i n i t i a l a c t i o n 
might be to convince the SEC to grant more exte n s i o n s f o r 10-Ks. At 
p r e s e n t , i t i s d i f f i c u l t to o b t a i n an e x t e n s i o n . 
P a r t of the answer must l i e i n the p u b l i c accounting f i r m 
s t r u c t u r i n g i t s e l f to operate w i t h i n e x i s t i n g time c o n s t r a i n t s . I f 
i t does not, the c o m p e t i t i o n may be able to do so. T h i s i s a f a c t 
of p r o f e s s i o n a l l i f e . 
A matter we b e l i e v e deserves a t t e n t i o n more than the 
intended p u b l i c a t i o n date of a company's annual r e p o r t i s the 
s c h e d u l i n g of board and a u d i t committee meetings. The a u d i t o r 
should not meet with the a u d i t committee u n t i l the f i n a n c i a l 
statements are d r a f t e d , a l l major a u d i t c o n c l u s i o n s reached and the 
a u d i t o r i s prepared to r e p o r t . A u d i t committee s c h e d u l i n g should 
t h e r e f o r e remain more f l e x i b l e . 
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Time p r e s s u r e s and r e g i s t r a t i o n s — We do not understand 
the Commission's statement (p. 117) t h a t "On some o c c a s i o n s , request 
f o r haste ( i n r e g i s t r a t i o n ) may evolve i n t o s u b s t a n t i a l time 
p r e s s u r e , and, with some frequency, an a u d i t f a i l u r e . " We are o n l y 
aware of one s i t u a t i o n where a r e g i s t r a t i o n time p r e s s u r e caused a 
" f a i l u r e . " ( 9 - 2 2 ) We do not understand where the Commission obtained 
i t s view of "an almost e x c e s s i v e w i l l i n g n e s s of some a u d i t o r s to be 
pressured i n r e g i s t r a t i o n s . " S p e c i f i c cases would be i n s t r u c t i v e i n 
the addressing of t h i s i s s u e by the p r o f e s s i o n . F i n a l l y , use of the 
phrase "to be p r e s s u r e d " i s vague — i f i t means t h a t the a u d i t f i r m 
i s w i l l i n g to do e v e r y t h i n g p o s s i b l e to be of s e r v i c e , but not to 
compromise i t s standards, t h a t k i n d of p r e s s u r e should be t o l e r a b l e . 
Of course, we agree t h a t the a u d i t o r should not concede to 
e x c e s s i v e p r e s s u r e to complete h i s work, and f o r t h a t reason there 
should be adequate independent review of the engagement and of the 
d e c i s i o n s of the p a r t n e r i n charge. 
P r i c i n g p r a c t i c e s and independence — We, of course, agree 
with the AICPA e t h i c s r u l i n g s concerning unpaid f e e s . A more 
f o r m a l i z e d approach, however, should be taken to recoupment of 
f i r s t - y e a r a u d i t c o s t s , to m i t i g a t e the problems which may be 
c r e a t e d by e x c e s s i v e p r i c e c o m p e t i t i o n . While the major f i r m s i n 
g e n e r a l are w i l l i n g to make i t f i n a n c i a l l y p a i n l e s s f o r companies to 
change a u d i t o r s , and w hile we agree t h a t f i r s t - y e a r overruns should 
not be deemed a r e c e i v a b l e , i t would be w e l l to d e l i b e r a t e l y 
recognize the need to absorb such c o s t s i n o v e r a l l gross margin of 
p u b l i c accounting f i r m s , without p r e c l u s i o n of recoupment i f 
subsequent a u d i t i n g e f f i c i e n c i e s occur. 
The need t o adopt p o l i c i e s on g i f t s and d i s c o u n t purchases  
from c l i e n t s — We t o t a l l y agree with the Commission's recommenda-
t i o n s . Our f i r m has long had a p o l i c y i n i t s A d m i n i s t r a t i v e and 
S t a f f Manuals th a t g i f t s should not be accepted, and d i s c o u n t 
purchases from c l i e n t s cannot be made unle s s there i s an E x e c u t i v e 
O f f i c e approved p l a n a p p l i c a b l e to the e n t i r e f i r m , o f f e r i n g no 
g r e a t e r b e n e f i t s than would be expected i n view of the volume 
i n v o l v e d . 
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Footnotes t o S e c t i o n 9 
(9-1) Many procedures "requested" by u n d e r w r i t e r s are somewhat 
s t a n d a r d i z e d based on the content of SAP 48, or are formulated 
based on the accountant's p r o f f e r i n g s — but they n e v e r t h e l e s s 
remain the c h o i c e of the underwriter i n f u l f i l l i n g a p a r t of 
h i s "due d i l i g e n c e . " 
(9-2) We note t h a t the Commission's Survey of A u d i t P a r t n e r s and 
S t a f f d i s c l o s e d (p. 174) that o n l y s i x percent of the 
respondents "had experienced r e s i s t a n c e from s u p e r v i s o r y a u d i t 
p e r s o n n e l or ' f e l t r e l u c t a n t to i d e n t i f y i n t e r n a l c o n t r o l 
weaknesses i n a system adopted by the c l i e n t as a r e s u l t of 
c o n s u l t i n g s e r v i c e s p r o v i d e d ' by t h e i r f i r m . " 
(9-3) The Commission might a l s o p o i n t out t h a t the AICPA Code of 
E t h i c s s p e c i f i c a l l y p r e c l u d e s a member from assuming the r o l e 
of management. The involvement i n n e g o t i a t i o n s between the 
p a r t i e s i n a merger seems c l e a r l y a management r o l e . 
(9-4) In SEC v. SuCrest C o r p o r a t i o n r e p o r t e d i n SEC L i t i g a t i o n 
Release No. 77- , May 31, 1977, the SEC acted i n r e l a t i o n t o 
c e r t a i n i n v e n t o r y t r a n s a c t i o n s i n which the LIFO vs. FIFO 
q u e s t i o n was c e n t r a l . The L i t i g a t i o n Release s t a t e s : 
The Complaint a l l e g e d t h a t SuCrest and Rionda had engaged 
i n sham t r a n s a c t i o n s when SuCrest o r a l l y agreed with Rionda 
to r e s e l l to Rionda a f t e r SuCrest's year-end the same 
q u a n t i t y of raw sugar which SuCrest had purchased from 
Rionda p r i o r to SuCrest's year-end at a p r i c e which would 
assure both companies of no monetary g a i n or l o s s between 
them, except f o r fees which SuCrest p a i d to Rionda. The 
Complaint a l l e g e d t h a t these t r a n s a c t i o n s m a t e r i a l l y 
a f f e c t e d SuCrest's year-end i n v e n t o r y q u a n t i t i e s and the 
income computed therefrom f o r i t s f i s c a l 1975 and 1976 
y e a r s , and r e s u l t e d i n the d i s s e m i n a t i o n of f a l s e and 
m i s l e a d i n g p r e s s r e l e a s e s s t a t i n g SuCrest's income, and i n 
the f i l i n g o f f a l s e and m i s l e a d i n g r e p o r t s with the 
Commission. The Complaint f u r t h e r a l l e g e d t h a t o f f i c e r s of 
both SuCrest and Rionda made m a t e r i a l l y f a l s e and 
m i s l e a d i n g statements to SuCrest's a u d i t o r s , S. D. 
L e i d e s d o r f and Co. ("Leidesdorf") i n order to c o n c e a l the 
e x i s t e n c e of the o r a l agreement from L e i d e s d o r f . 
The Complaint f u r t h e r a l l e g e d that SuCrest generated f a l s e 
and m i s l e a d i n g documents i n order to g i v e the appearance 
th a t c e r t a i n raw sugar purchased by SuCrest should be 
accounted f o r under the F i r s t - i n , F i r s t - o u t ("FIFO") 
accounting method, i n s t e a d of under the L a s t - i n , F i r s t - o u t 
("LIFO") method of accounting, s i n c e the FIFO accounting 
treatment would have enabled SuCrest to r e p o r t l e s s 
e arnings and thereby incur a c o r r e s p o n d i n g l y lower income 
tax l i a b i l i t y . 
9.21 
(9-5) The Commission's Survey of A u d i t P a r t n e r s and S t a f f i n d i c a t e s 
(p. 174) t h a t o n l y four percent of the respondents " f e l t there 
was 'pressure from s u p e r v i s o r s to accept the r e p r e s e n t a t i o n s 
by former members of ( t h e i r ) CPA f i r m now employed by the 
c l i e n t or from those i n d i v i d u a l s p l a c e d with a c l i e n t 
f o l l o w i n g an executive search by ( t h e i r ) f i r m . ' " 
9.21a 
(9-6) Our f i r m ' s p o l i c y ( T e c h n i c a l L e t t e r 149) r e q u i r e s the 
f o l l o w i n g : 
" I n q u i r e of Tax and MS p e r s o n n e l assigned to the c l i e n t as 
to t h e i r knowledge of management involvement i n m a t e r i a l 
t r a n s a c t i o n s . 
"In a l a r g e m a j o r i t y of s i t u a t i o n s , our a u d i t c l i e n t s 
engage the s e r v i c e s of our Tax f u n c t i o n to prepare, or 
advise i n connection with the p r e p a r a t i o n o f , income tax 
r e t u r n s . A l s o , c l i e n t e x e c u t i v e s o f t e n engage our Tax 
Department to prepare t h e i r income tax r e t u r n s . 
A c c o r d i n g l y , a d i r e c t i n q u i r y must be made of the p a r t n e r  
r e s p o n s i b l e f o r tax s e r v i c e s to the c l i e n t and i t s  
e x e c u t i v e s (or other tax personnel he designates as being 
knowledgeable with r e s p e c t thereto) as to whether the Tax  
Department has found any evidence, not a l r e a d y known to the  
A u d i t f u n c t i o n , concerning management involvement i n  
m a t e r i a l t r a n s a c t i o n s . Recognizing t h a t tax r e t u r n 
p r e p a r a t i o n almost i n v a r i a b l y postdates the a u d i t 
completion, tax personnel should be asked to b r i n g to the 
a u d i t p a r t n e r ' s a t t e n t i o n r e l e v a n t i n f o r m a t i o n a r i s i n g 
a f t e r completion of the a u d i t . 
" I f we p r o v i d e management c o n s u l t i n g s e r v i c e s to the 
c l i e n t , the partner r e s p o n s i b l e f o r such s e r v i c e s (or 
others he designates as being knowledgeable with res p e c t to 
those c o n s u l t i n g engagements) should be asked whether, 
during the course of the c o n s u l t i n g engagement, any 
i n f o r m a t i o n came to h i s a t t e n t i o n concerning management 
involvement i n m a t e r i a l t r a n s a c t i o n s which may not a l r e a d y 
be known to the A u d i t f u n c t i o n . " 
I n i t i a l l y , we encountered some d i f f i c u l t i e s with I n t e r n a l 
Revenue Code S e c t i o n 7216, but we b e l i e v e t h a t t h a t matter has 
been a p p r o p r i a t e l y r e s o l v e d . 
(9-7) Refer to our comments on Westec on page 9.5. 
(9-8) Why o n l y i n these proxy statements? Though we are not i n 
favor of the Commission's recommendation, we can see only a 
SEC j u r i s d i c t i o n a l d i s t i n c t i o n , and not one j u s t i f i a b l e 
c o n c e p t u a l l y . 
(9-9) The Commission s t a t e s here t h a t i t s " r e s e a r c h suggests that 
time p r e s s u r e generated by unduly low fees and by a r b i t r a r y 
d e a d l i n e s are the most s i g n i f i c a n t cause of substandard 
performance by a u d i t o r s . " (Emphasis added.) We are concerned 
over how such a statement i s understood by the l a i t y . T h i s i s 
covered i n our d i s c u s s i o n of the Commission's Survey on page 
9.16. 
9.22 
(9-10) See Robert S. Kay, "Disagreements Under ASR 165," The J o u r n a l  
of Accountancy (October 1976). 
(9-11) The Commission uses unresolved doubts as a t r i g g e r f o r 
r e s i g n a t i o n . Although we m i l d l y c h a l l e n g e t h a t (at p. 4.6 
h e r e i n ) , we are c e r t a i n that the Commission would not want 
the succeeding a u d i t o r o b l i v i o u s to unresolved doubts. 
(9-12) These were p r i n c i p a l l y i n the areas of "Management 
Involvement i n M a t e r i a l T r a n s a c t i o n s " and the a u d i t o r ' s 
c o n s i d e r a t i o n of " I l l e g a l Payments." 
(9-13) The Touche Ross A u d i t Process can best be d e s c r i b e d as a 
l o g i c a l , a n a l y t i c a l method f o r determining the most e f f i c i e n t 
and e f f e c t i v e approach to each a u d i t engagement. I t allows 
us to do three t h i n g s : 
1. Minimize the redundancies i n a u d i t procedures performed. 
(We have n o t i c e d that using the procedures taught i n 
s c h o o l s and widely a p p l i e d i n p r a c t i c e y i e l d s d u p l i c a t e 
information.) 
2. I d e n t i f y the l e a s t c o s t l y ( l e a s t time-consuming) of the 
v a l i d a l t e r n a t i v e a u d i t procedures f o r accomplishng each 
s p e c i f i c aspect of the a u d i t . 
3. Take b e t t e r advantage of the s t a t i s t i c a l and other 
s c i e n t i f i c a u d i t i n g techniques we have developed. 
When employing t h i s p r ocess, we expect to s h i f t a g r e a t e r 
p o r t i o n of our a u d i t time from performing procedures to 
p l a n n i n g and a n a l y s i s . The net e f f e c t of t h i s s h i f t w i l l , i n 
most cases, r e s u l t i n a reduced t o t a l a u d i t time i n that we 
more e f f i c i e n t l y gather the same a u d i t i n f o r m a t i o n we have 
always needed to make a u d i t judgments. In a d d i t i o n , the 
p o t e n t i a l i s there f o r q u a l i t y improvements. 
Our approach i s n e i t h e r h i g h l y s t r u c t u r e d nor l o o s e l y 
s t r u c t u r e d . We have p a r t i c u l a r l y stayed away from too much 
s t r u c t u r e f o r some very important reasons. F i r s t , although a 
h i g h l y s t r u c t u r e d or "cookbook" approach i s , i n c e r t a i n 
circumstances, easy to teach and to apply, i n circumstances 
other than those a n t i c i p a t e d by the approach, i t w i l l e i t h e r 
be i n e f f i c i e n t , or perhaps even f a i l . Second, the c o n t r o l 
over a u d i t q u a l i t y i n other than a n t i c i p a t e d circumstances i s 
the a u d i t o r h imself — he must rec o g n i z e i n advance what to 
do. The h i g h l y s t r u c t u r e d approach l i m i t s the a u d i t o r ' s 
c o n t r o l over a u d i t q u a l i t y . I t does no good to proceed down 
the wrong path and then d i s c o v e r that time and e f f o r t have 
been wasted. 
9.23 
Our experience has been (and t h i s i s a l s o based on o u t s i d e 
b e h a v i o r a l research) that the h i g h l y s t r u c t u r e d approach may 
encourage a u d i t o r s to become "mechanistic" i n t h e i r a t t i t u d e 
and the performance of t h e i r work. Our philosophy i s to 
motivate them i n the o p p o s i t e d i r e c t i o n — toward awareness 
and h e a l t h y s k e p t i c i s m . 
Thus, our approach has a s t r u c t u r e which e s t a b l i s h e s a l o g i c 
process to the a u d i t of each set of circumstances. We stay 
away from the use of forms, but we do document our p l a n s , 
judgments and c o n c l u s i o n s i n a standard way. T h i s assures 
that a l l c r i t i c a l judgments are made, and f a c i l i t a t e s an 
e f f e c t i v e review pr o c e s s . 
(9-14) Displacement of smaller CPA f i r m s because of p r i c e 
competition i s q u e s t i o n a b l e . Perhaps that phenomenon may be 
o c c u r r i n g i n a few i n s t a n c e s today, but we b e l i e v e i t has 
always been a f a c t that the l a r g e f i r m s have reason to charge 
more because of t h e i r high c e n t r a l overhead. 
(9-15) Our f i r m ' s d e t a i l e d comments on "Concentration and 
Competition" are i n c l u d e d i n Appendix A, pages 5-8. 
(9-16) We note the Commission's c i t a t i o n of an a r t i c l e concerning 
our f i r m which appeared i n the W all S t r e e t J o u r n a l on October 
5, 1976: "Touche Ross Openly S t r i v e s f o r Growth as 
Accounting Firms Turn Competitive." I t i s unfortunate that 
t h i s c i t a t i o n i s i n c l u d e d i n a s e c t i o n i n which the 
Commission d e s c r i b e s i t s concerns over fees and other f a c t o r s 
as causes of time and budget p r e s s u r e s ; l a t e r i n t h i s 
S e c t i o n , these "pressures" are transmuted i n t o p e r n i c i o u s 
" a u d i t f a i l u r e s . ' 
A r e c o g n i t i o n of the content of that news a r t i c l e would have 
shown our strong view t h a t , d e s p i t e s i g n i f i c a n t fee pressures 
and fee c o m p e t i t i o n , there i s pressure o n l y to become more 
e f f i c i e n t i n a u d i t i n g , and not to reduce a u d i t scope beyond 
what i s r e u i r e d . No one denies there can be disagreement on 
how much t e s t i n g i s necessary i n an a u d i t or how much 
r e l i a n c e may a p p r o p r i a t e l y be p l a c e d on i n t e r n a l c o n t r o l s ; 
but the Commisson may have the unfounded concern that every 
minor a u d i t procedure not performed, or procedure e l i m i n a t e d 
from the p r i o r year's a u d i t program, i s an improper r e d u c t i o n 
i n a u d i t scope. A broader p e r s p e c t i v e would re c o g n i z e that 
there are many v e s t i g i a l a u d i t procedures needing 
e l i m i n a t i o n , as they add l i t t l e to the o v e r a l l a u d i t 
o b j e c t i v e s . We b e l i e v e that the c o u n t e r v a i l i n g problems of 
i n f l a t i o n and fee pressures are p r o p e r l y s e r v i n g to produce 
more e f f i c i e n t a u d i t approaches. 
9.24 
(9-17) The Commission appears to b e l i e v e t h a t time p r e s s u r e 
i n f l u e n c e s the a u d i t o r to accept a r e p r e s e n t a t i o n too 
h a s t i l y . I f that i s the reasoning, a great d e a l more 
e x p l i c a t i o n i s needed. 
(9-18) The Commission notes (p. 112) that "In some cases a u d i t o r s 
were persuaded to g i v e an o p i n i o n before the completion of 
what e v e n t u a l l y turned out to be f a l s e t r a n s a c t i o n s . " T h i s 
i s only p a r t of the problem. We r e a l i z e i t i s d i f f i c u l t f o r 
the Commission to segregate a l l the f e a t u r e s i n v o l v e d , but an 
extremely important f e a t u r e i s the s t a t e of the accounting 
a r t . An element of r e p r e s e n t a t i o n s that needs to be d e a l t 
with i s d e f i n i n g the " e f f e c t i v e date of a t r a n s a c t i o n . " The 
FASB plans to d e a l i n a l a t e r phase of the Conceptual 
Framework with timing of r e c o g n i t i o n of an a s s e t , l i a b i l i t y , 
income or expense. They should be encouraged to do so more 
promptly. 
(9-19) Steven N. Brenner and E a r l A. Molander, "Is the E t h i c s of 
Business Changing?" Harvard Business Review (Jan.-Feb. 1977) 
pp. 64-66. 
(9-20) Documentation i s , of course, important, as i t s absence or 
incompleteness has c o n t r i b u t e d to unfavorable r e s u l t s f o r 
accountants i n problem cases which may not have been, i n the 
f i n a l a n a l y s i s , " a u d i t f a i l u r e s . " 
(9-21) We agree with the Commission's statement of f a c t on page 114 
that "problems of time budgets, as opposed to time pressure 
i n g e n e r a l , would probably be r e v e a l e d o n l y by i n t e r v i e w s of 
the s t a f f i n v o l v e d . . . " 
(9-22) The N a t i o n a l Student Marketing r e g i s t r a t i o n statement problem 
was not an " a u d i t f a i l u r e , " but as f i n a l l y a d j u d i c a t e d , 
c r e a t e d a r e t r o a c t i v e requirement that the a u d i t f i r m had an 
o b l i g a t i o n to d i s c l o s e or see to the d i s c l o s u r e of i t s 
d i s s a t i s f a c t i o n i n connection with unaudited statements. 
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SECTION 10 
THE PROCESS OF ESTABLISHING AUDITING STANDARDS 
The Commission's T e n t a t i v e C o n c l u s i o n s 
- The prese n t A u d i t i n g Standards E x e c u t i v e Committee "should 
be r e p l a c e d by a smaller f u l l - t i m e A u d i t i n g Standards 
Board..." 
- The form of guidance p r o v i d e d by promulgated a u d i t i n g 
standards should be changed to rec o g n i z e a u d i t o r 
a s s o c i a t i o n with much newer i n f o r m a t i o n t h a t w i l l not be 
a u d i t e d . 
- There i s a need f o r formal o u t s i d e p a r t i c i p a t i o n i n the 
process of s e t t i n g a u d i t i n g standards. 
- The A u d i t i n g Standards Board must somehow r a i s e the 
unacceptable l e v e l of p a r t i c i p a t i o n by many p r a c t i c i n g 
members of the p r o f e s s i o n (the s i l e n t m a jority) i n 
e s t a b l i s h i n g a u d i t i n g standards. 
- The A u d i t i n g Standards Board should i d e n t i f y r e s e a r c h e r s 
competent i n a u d i t i n g and arrange f o r p u b l i c accounting 
f i r m f i n a n c i a l and p r a c t i c e - o r i e n t e d a s s i s t a n c e . 
- P e r i o d i c reassessment of the A u d i t i n g Standards Board's 
o p e r a t i o n should i n c l u d e c o n s i d e r a t i o n of d e s i r a b i l i t y of 
p u b l i s h i n g d i s s e n t s . 
The C r i t i c a l Question: Who Should Set A u d i t i n g Standards? 
S e v e r a l years ago, the Wheat study group(10-1) concluded 
t h a t accounting standards s e t t i n g should not be performed by a 
government agency. The Commission on A u d i t o r s ' R e s p o n s i b i l i t i e s 
b e l i e v e s t h i s c o n c l u s i o n i s even more p e r s u a s i v e i n the area of 
a u d i t i n g standards s e t t i n g . We agree. There are many problems with 
the p r o p o s a l t h a t a u d i t i n g standards should be developed and 
10.1 
e s t a b l i s h e d by the government. For example, the government, i n 
n e c e s s a r i l y responding to p o l i t i c a l p r e s s u r e s , would not a c t on the 
need f o r promulgation of a u d i t i n g standards on a t i m e l y b a s i s , would 
not be l i k e l y to a t t r a c t the type of p r o f e s s i o n a l person capable of 
c r e a t i n g c o n c e p t u a l l y sound a u d i t i n g standards, and has shown no 
evidence t h a t i t can do a b e t t e r job than the p r i v a t e s e c t o r . 
I f the government were to e s t a b l i s h a u d i t i n g standards, 
p o l i t i c a l c o n s i d e r a t i o n s would p l a y too g r e a t a r o l e i n t h e i r 
development. Two cases out of many are d i s c u s s e d below. 
- The f i r s t i s the development of the I n t e r n a l Revenue Code 
and i t s r e l a t e d r e g u l a t i o n s and revenue r u l i n g s . Since 
1913, these have e x p o n e n t i a l l y expanded to the p o i n t of 
i n c r e d i b l e complexity. Many of these laws and r e g u l a t i o n s 
have l i t t l e economic or c o n c e p t u a l accounting b a s i s but 
were c r e a t e d to serve as economic development i n c e n t i v e s . 
The net r e s u l t , i n c l u d i n g c o u r t d e c i s i o n s and 
i n t e r p r e t a t i o n s , i s more c o r p u l e n t than anything ever 
c r e a t e d by the accounting and a u d i t i n g p r o f e s s i o n . The 
I n t e r n a l Revenue Code i s a bureaucracy which i s cumbersome 
to a d m i n i s t e r and s h o r t on l o g i c . 
- The second s i t u a t i o n i s the government's i n t e r v e n t i o n i n 
accounting f o r the investment tax c r e d i t . ( 1 0 - 2 ) In 1962 
Congress e s t a b l i s h e d the investment tax c r e d i t as an 
i n c e n t i v e to business development i n a then f a l t e r i n g 
economy. The Accounting P r i n c i p l e s Board, using due 
p r o c e s s , concluded t h a t the a p p r o p r i a t e accounting was to 
spread the investment c r e d i t b e n e f i t s over the u s e f u l l i v e s 
of the a s s e t s which generated the c r e d i t . Those who 
d e s i r e d to r e c o r d the investment tax c r e d i t immediately as 
income l o b b i e d and won. Congress l e g i s l a t e d t h a t no one 
c o u l d p r e s c r i b e a s i n g l e method of accounting f o r the 
investment tax c r e d i t , and the APB had to back down. 
We b e l i e v e t h a t s e t t i n g a u d i t i n g standards i s important 
enough to r e q u i r e the complete a t t e n t i o n of those who are charged 
with i t s development. No governmental branch — the SEC, the 
General Accounting O f f i c e , the Congress — has the p r e r o g a t i v e to 
s o l e l y concern i t s e l f with a u d i t i n g standards. Since a u d i t i n g would 
be o n l y a p a r t of t h e i r concerns, they c o u l d not be t o t a l l y 
r e s p o n s i v e on a t i m e l y b a s i s . Even the SEC, most prominent among 
the o u t s i d e i n f l u e n c e s of a u d i t i n g standards s e t t i n g , spends 
r e l a t i v e l y l i t t l e e f f o r t i n the development of a u d i t i n g , p r e f e r r i n g 
to suggest needs and having o t h e r s (such as AudSEC and i n d i v i d u a l 
firms) develop the i d e a s . 
Nor can government a t t r a c t , i n our o p i n i o n , p e r s o n n e l of 
s u f f i c i e n t l y high t a l e n t to c r e a t e a u d i t i n g standards. Only those 
are who are experienced i n the a u d i t i n g arena can reasonably s e t 
a u d i t i n g standards. T h i s experience i s not o b t a i n a b l e i n government 
s e r v i c e . 
10.2 
We b e l i e v e that the process of e s t a b l i s h i n g a u d i t i n g , 
standards must remain with those most q u a l i f i e d to determine these 
standards — those who have had e x t e n s i v e p r a c t i c e as a u d i t o r s . 
They must be a b l e to d e a l with the problems of i m p l e m e n t a b i l i t y of 
a u d i t i n g standards — a dimension of c o n s i d e r a b l e importance. 
The Present Process and I t s Weaknesses 
The accomplishments of the A u d i t i n g Standards E x e c u t i v e 
Committee and i t s predecessors are to be h i g h l y commended. In l e s s 
than f o r t y years the p r o f e s s i o n has c r e a t e d an impressive a u d i t i n g 
h e r i t a g e . Touche Ross & Co. has c o n t i n u o u s l y p a r t i c i p a t e d i n t h i s 
p r o c e s s , expending s u b s t a n t i a l t a l e n t r e s o u r c e s and money. We 
e s p e c i a l l y b e l i e v e t h a t the r e c e n t r e c o r d of the A u d i t i n g Standards 
E x e c u t i v e Committee p r o v i d e s overwhelming evidence t h a t the 
p r o f e s s i o n has acted with c o n s i d e r a b l e r e s p o n s i b i l i t y i n 
e s t a b l i s h i n g high p r o f e s s i o n a l standards and procedures, responding 
w e l l i n emerging problems are a s . 
In l e s s than three y e a r s , the Committee has i s s u e d 18 
statements on a u d i t i n g standards, as w e l l as having a u t h o r i z e d many 
i n t e r p r e t a t i o n s and i n d u s t r y a u d i t g u i d es. These r e l e a s e s cover a 
wide spectrum of a u d i t i n g i s s u e s , f o r example: 
- SAS No. 4 i s a landmark i n a u d i t i n g l i t e r a t u r e s i n c e i t 
achieved s p e c i f i c a t i o n on the q u a l i t y c o n t r o l elements f o r 
a l l f i r m s of independent a u d i t o r s ; any gaps i n a f i r m ' s 
p r e e x i s t i n g system were thus f i l l e d i n . T h i s statement has 
become the foundation f o r the p r o f e s s i o n ' s i n t e n s i v e peer 
review program being v i g o r o u s l y pursued by the AICPA. 
- SAS No. 6 d i s c u s s e s accounting f o r r e l a t e d p a r t y 
t r a n s a c t i o n s . T h i s SAS, which took s e v e r a l years to 
develop, was i s s u e d i n response to the c r i t i c a l l i t i g a t i o n 
problems the p r o f e s s i o n faced i n t h i s area. 
- Other SASs have expanded the r o l e of the a u d i t o r to r e q u i r e 
h i s involvement with other i n f o r m a t i o n i n documents 
c o n t a i n i n g a u d i t e d f i n a n c i a l statements and with unaudited 
data c o n t a i n e d i n f i n a n c i a l statements, such as i n t e r i m 
f i n a n c i a l i n f o r m a t i o n and replacement c o s t data, and have 
d e a l t with communications between predecessor and successor 
a u d i t o r s . 
- SAS No. 12 dea l s with i n q u i r i e s addressed to a c l i e n t ' s 
lawyer and r e p r e s e n t s two years of debates with the l e g a l 
p r o f e s s i o n over the c o n f l i c t of p r i v i l e g e d communication 
with the need f o r adequate f i n a n c i a l statement d i s c l o s u r e 
of a mutual c l i e n t ' s c o n t i n g e n c i e s and u n c e r t a i n t i e s . 
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- Recent SASs have d i s c u s s e d the independent a u d i t o r ' s , 
r e s p o n s i b i l i t y f o r the d e t e c t i o n of e r r o r s or 
i r r e g u l a r i t i e s and i l l e g a l a c t s by c l i e n t s , perhaps g r e a t l y 
adding to a u d i t o r s ' r e s p o n s i b i l i t i e s as w e l l as l e g a l 
l i a b i l i t y exposure. 
These accomplishments i n e s t a b l i s h i n g high p r o f e s s i o n a l 
standards have not come e a s i l y . The government, p r i m a r i l y through 
the SEC but of l a t e by a covey of C o n g r e s s i o n a l Committees and 
Subcommittees(10-3), has sought to a t t a c h new r e s p o n s i b i l i t i e s to 
the a u d i t i n g p r o f e s s i o n , without r e c o g n i t i o n of the l i m i t l e s s n e s s of 
c u r r e n t l e g a l exposure. 
On the other hand, more can be done.(10-4) The A u d i t i n g 
Standards E x e c u t i v e Committee i s now composed of 20 p a r t - t i m e 
v o l u n t e e r members, who can do l i t t l e more than r e a c t d e l i b e r a t e l y — 
not s w i f t l y —- to problems as they a r i s e . Thus there has been a 
somewhat random p a t t e r n to the development of a u d i t i n g standards — 
f i r e f i g h t i n g r a t h e r than forward, e f f e c t i v e p l a n n i n g . I d e a l l y the 
a u d i t i n g standards s e t t i n g p rocess should a l s o have a c o n c e p t u a l 
framework, i n a d d i t i o n to e n v i s i o n i n g emerging areas and a c t i n g on 
them before they i g n i t e . We agree with the Commission t h a t the 
p r ocess of s e t t i n g a u d i t i n g standards should operate more q u i c k l y 
and r e s p o n s i v e l y to emerging needs. To accomplish t h i s , the p rocess 
must remain w i t h i n the p r o f e s s i o n . 
Recommended Changes i n the A u d i t i n g Standards S e t t i n g Process 
"A f u l l time board" — We have s t u d i e d the Commission's 
recommendation t h a t the A u d i t i n g Standards E x e c u t i v e Committee be 
r e p l a c e d by a s m a l l e r a u d i t i n g standards board composed of f u l l - t i m e 
members.(10-5) We agree with t h i s p r o p o s a l . We b e l i e v e t h a t the 
new board should c o n s i s t of nine members s i n c e t h i s number i s s m a l l 
enough to operate e f f e c t i v e l y and e f f i c i e n t l y , and l a r g e enough to 
p r o v i d e an exchange of ideas among high c a l i b e r p r o f e s s i o n a l 
a u d i t o r s . We b e l i e v e t h a t a l l members should be h i g h l y experienced 
p r o f e s s i o n a l s — e i t h e r from p u b l i c accounting p r a c t i c e or from 
academia. 
The a u d i t i n g standards board should be empowered to i s s u e 
statements on a u d i t i n g standards on i t s own a u t h o r i t y by a f f i r m a t i v e 
vote of a s i n g l e m a j o r i t y and without p r i o r c o n s u l t a t i o n with any 
other body — s u b s t a n t i a l l y the same a u t h o r i t y h e l d by the A u d i t i n g 
Standards E x e c u t i v e Committee which r e q u i r e s a two t h i r d s vote — 
but w i t h i n a c o n t i n u i n g d i a l o g u e with the SEC. 
We a l s o b e l i e v e , as a n a t u r a l c o n c l u s i o n to 
s e l f - r e g u l a t i o n , that the a u d i t i n g standards board should be p a r t of 
the AICPA. We agree with the Commission's recommendation t h a t a 
l a r g e r s t a f f would be r e q u i r e d to a s s i s t the proposed board. 
S e l f - r e g u l a t i o n has i t s p r i v i l e g e s and i t a l s o has i t s 
r e s p o n s i b i l i t i e s . Since the p r o f e s s i o n i s charged with i t s own 
s e l f - r e g u l a t i o n , i t should support, through g e n e r a l membership dues, 
the s a l a r i e s of the board members and s t a f f and other o p e r a t i n g 
expenses. 
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The term of board members should be three y e a r s , on a 
staggered b a s i s . However, we b e l i e v e t h a t a board member should not 
be r e a p p o i n t a b l e f o r an a d d i t i o n a l three-year p e r i o d . T h i s would 
assure a f r e s h i n s i g h t i n the standards s e t t i n g p r o c e s s , and as to 
c u r r e n t problems. We a l s o agree with the Commission that a board 
member may maintain arrangements to r e t u r n to p u b l i c accounting 
p r a c t i c e a f t e r h i s term. Independence i s , of course, r e q u i r e d of an 
a u d i t o r i n h i s r e l a t i o n s h i p with h i s c l i e n t s . However, independence 
from h i s p r i o r f i r m should not be r e q u i r e d by a member of the 
a u d i t i n g standards board. Indeed, these f i r m s w i l l be c a l l e d upon 
by the board to c o n t r i b u t e the t a l e n t of t h e i r s e n i o r people, and 
the f i r m s themselves have a v i t a l and unavoidably a l t r u i s t i c 
i n t e r e s t i n the c r e a t i o n of workable a u d i t i n g standards. I t would 
not even concern us t h a t a board member remained as a member of h i s 
f i r m , so long as h i s f u l l - t i m e e f f o r t s c o u l d be devoted to the 
board. However, appearances and a d m i n i s t r a t i o n would probably make 
t h i s unworkable. In any event, arrangements to r e t u r n to a f i r m 
w i l l not, i n our view, impair a member's o b j e c t i v i t y ; such a 
p r e r o g a t i v e indeed may be necessary to ensure t h a t h i g h l y q u a l i f i e d 
i n d i v i d u a l s w i l l be eager to se r v e . 
As a f i r s t s t e p i n e s t a b l i s h i n g the a u d i t i n g standards 
board, we propose t h a t a review committee composed of 
r e p r e s e n t a t i v e s from the p r o f e s s i o n and other a p p r o p r i a t e s e c t o r s be 
c r e a t e d promptly, study the matter i n the manner r e c e n t l y done f o r 
the FASB by the FAF S t r u c t u r e Committee,(10-6) r e c r u i t the new board 
members, and determine t h a t the board w i l l be responsive to the 
needs of the p u b l i c i n e s t a b l i s h i n g a u d i t i n g standards. We e n v i s i o n 
t h a t t h i s review committee would be autonomous of the AICPA, but 
u n l i k e the rec e n t change i n FAF composition r u l e s , we think a 
m a j o r i t y of the review committee should be AICPA r e p r e s e n t a t i v e s . 
We re c o g n i z e t h a t these p r o p o s a l s w i l l r e q u i r e s a c r i f i c e s 
o f the p r o f e s s i o n . We b e l i e v e , however, that a new a u d i t i n g 
standards board w i l l improve the process of e s t a b l i s h i n g a u d i t i n g 
standards and consequently the s e r v i c e s which the p r o f e s s i o n can 
pro v i d e i t s c l i e n t s and the p u b l i c . We are ready to p a r t i c i p a t e 
with the p r o f e s s i o n to implement a new a u d i t i n g standards board. 
"Form of guidance" — As we have a l r e a d y suggested, there 
should be a statement of the "conceptual framework" of a u d i t i n g , 
i n c o r p o r a t i n g the independent a u d i t o r ' s r o l e . Though much has been 
w r i t t e n on t h i s s u b j e c t (notably i n c l u d i n g the Commission's Report  
of T e n t a t i v e Conclusions) the a u d i t i n g standards board should 
develop i t s own v e r s i o n as a background a g a i n s t which to prepare 
f u t u r e i n d i v i d u a l standards. 
Needless to say, the Commission's recommendations on 
extensions of the a u d i t o r ' s r o l e i n S e c t i o n 6 and h i s form of 
r e p o r t i n g i n S e c t i o n 7 would o c c a s i o n c o n s i d e r a b l e r e v i s i o n s i n 
present standards on e v i d e n t i a r y matter and on r e p o r t i n g . We see no 
reason standards cannot be made to adapt i f agreement i s reached on 
the many fundamental changes e n v i s i o n e d by the Commission. 
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" P a r t i c i p a t i o n i n the process of s e t t i n g standards" — As 
much openness as i s p o s s i b l e should be p r o v i d e d f o r , but there 
cannot be u n l i m i t e d access i f the board i s to promulgate standards 
e f f i c i e n t l y . E x p l o r a t o r y and developmental board s e s s i o n s should 
probably be p r i v a t e , but a l l d e l i b e r a t i v e s e s s i o n s should be " i n the 
sunshine," open to the p u b l i c . Of course, exposure d r a f t s (even 
" d i s c u s s i o n memoranda" where appr o p r i a t e ) should continue to be 
is s u e d f o r p u b l i c comment, and p u b l i c hearings h e l d on a l l proposed 
standards i f there appears to be a s u f f i c i e n t p u b l i c i n t e r e s t . 
We have no suggestions on how to e n k i n d l e a d e s i r e on the 
p a r t of the va s t m a j o r i t y of p r a c t i c i n g p r o f e s s i o n a l s to take the 
time necessary to comment on board p r o p o s a l s . We rec o g n i z e the 
n e c e s s a r i l y g r e a t e r resources of the l a r g e r f i r m s and t h e i r needs 
f o r homogeneity i n t h e i r r e s p e c t i v e f i r m s ' p r a c t i c e s w i l l keep them 
i n v o l v e d . 
I d e n t i f y i n g r e s e a r c h e r s competent i n a u d i t i n g — In 
recommending the establishment of a s m a l l f u l l - t i m e board to s e t 
a u d i t i n g standards, p a r t i c u l a r emphasis i s given to the lack of 
s p e c i f i c guidance i n e x i s t i n g pronouncements and to the frequent 
problem of f a i l u r e to pronounce on a t i m e l y b a s i s . In S e c t i o n 4 i t 
was noted t h a t a u d i t o r s are not s u f f i c i e n t l y aware of p o s s i b l e 
d e f i c i e n c i e s i n i n d i v i d u a l a u d i t techniques and s t e p s . Thus the 
Commission b e l i e v e s t h a t more e f f i c i e n t and e f f e c t i v e a u d i t i n g 
r e s e a r c h would a s s i s t the new a u d i t i n g standards board i n performing 
i t s tasks and a v o i d i n g the weaknesses of the presen t s t r u c t u r e . 
Touche Ross agrees with the Commission's p o s i t i o n i n 
g e n e r a l , but b e l i e v e s i t does not go f a r enough. Our experience has 
been that s i g n i f i c a n t improvements have been obtain e d i n a u d i t i n g 
through academic-type r e s e a r c h . We see a cohesive e f f o r t as being 
p o t e n t i a l l y very b e n e f i c i a l to the p r o f e s s i o n , and b e l i e v e t h a t 
simply encouraging (or sponsoring) fragmented p r o j e c t e f f o r t tends 
to be c o u n t e r p r o d u c t i v e . 
We b e l i e v e t h a t formation of the a u d i t i n g standards board 
p r o v i d e s an o p p o r t u n i t y to f o r m a l i z e a u d i t i n g r e s e a r c h on a 
pr o f e s s i o n - w i d e b a s i s . The board, as the f o c a l p o i n t f o r a u d i t i n g 
r e s e a r c h , c o u l d p r o v i d e : 
1. A taxonomy f o r a u d i t i n g and a u d i t i n g r e s e a r c h . 
2. A c a t a l o g u i n g of completed r e s e a r c h — e.g., through NAARS. 
3. A data base f a c i l i t y f o r experimentation and t e a c h i n g . 
4. A v e h i c l e f o r p r i o r i t i z i n g r e s e a r c h needs and communicating 
these as w e l l as t h e i r r e s u l t s . 
At the present time the l a r g e CPA f i r m s support the idea of 
s u b s t a n t i a l a u d i t r e s e a r c h through the AICPA, j o i n t ventures among 
themselves, i n t e r n a l p r o j e c t s , h i r i n g of c o n s u l t a n t s and by academic 
g r a n t s . Many other groups are doing a u d i t i n g r e s e a r c h — v a r i o u s 
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u n i v e r s i t i e s , the I n s t i t u t e of I n t e r n a l A u d i t o r s and other 
c o u n t r i e s ' accounting o r g a n i z a t i o n s . I f a l l of these c o u l d be 
brought together i n a c o o r d i n a t e d manner, the b e n e f i t s i n terms of 
e f f i c i e n c y and e f f e c t i v e n e s s c o u l d be tremendous. We b e l i e v e the 
Commission should c o n s i d e r t h i s p o t e n t i a l and strengthen i t s 
recommendation a c c o r d i n g l y . 
P e r i o d i c reassessment and o p e r a t i n g procedure — We have 
al r e a d y suggested establishment of a body to c h a r t e r the a u d i t i n g 
standards board. T h i s body c o u l d be perpetuated much l i k e the FAF 
S t r u c t u r e Committee to p e r i o d i c a l l y r e a s s e s s the board's 
e f f e c t i v e n e s s . 
We would agree t h a t d i s s e n t s should not be p u b l i s h e d as 
p a r t of the standards pronouncement, but they should be a v a i l a b l e 
f o r the p u b l i c r e c o r d so that those d e s i r i n g more i n s i g h t i n t o 
i n t e r p r e t a t i o n of the standards may o b t a i n i t . 
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FOOTNOTES TO SECTION 10 
(10-1) Study on Establishment of Accounting Principles, Establishing  
F i n a n c i a l Accounting Standards (New York; AICPA, 1972) pp. 
21-24. 
(10-2) Refer to our f o o t n o t e 2-10 c. 
(10-3) S e v e r a l of these i n s t a n c e s (there are more) are c u r r e n t : 
- "Report on F e d e r a l R e g u l a t i o n and Regulatory Reform," 
is s u e d September 1976 by the House of R e p r e s e n t a t i v e s 
Committee on I n t e r s t a t e and F o r e i g n Commerce, Subcommittee 
on O v e r s i g h t and I n v e s t i g a t i o n s , John E. Moss, Chairman 
(The "Moss R e p o r t " ) . 
- The Accounting E s t a b l i s h m e n t : A S t a f f Study, prepared by 
the U n i t e d S t a t e s Senate Committee on Government 
Oper a t i o n s , Subcommittee on Reports, Accounting and 
Management, Lee M e t c a l f , Chairman (The "Metcalf R e p o r t " ) . 
- H.R. 3815, "The Unlawful Corporate Payments Act of 1977," 
sponsored by the Committee on I n t e r s t a t e and F o r e i g n 
Commerce, Subcommittee on Consumer P r o t e c t i o n and Finance, 
Bob Eckhardt, Chairman. T h i s b i l l does not c o n t a i n d i r e c t 
a u d i t i n g requirements. 
- S.305, "Foreign Corrupt P r a c t i c e s Act of 1977," a b i l l 
sponsored by the U.S. Senate Committee on Banking, Housing 
and Urban A f f a i r s , W i l l i a m Proxmire, Chairman. T h i s b i l l 
asks much of a u d i t o r s . 
(10-4) Our response to the M e t c a l f S t a f f Study, op. c i t . , s t a t e d 
(p. 8) : 
"As to a u d i t i n g , ...the p r o f e s s i o n has been responding 
a g g r e s s i v e l y to l e g i t i m a t e i n c r e a s e d p u b l i c e x p e c t a t i o n s and 
to the heightened c h a l l e n g e s imposed by the i n c r e a s i n g 
i n c i d e n c e of c o r p o r a t e f r a u d and improper c o r p o r a t e 
payments. Although we b e l i e v e t h a t the process of s e t t i n g 
a u d i t i n g standards c o u l d be made to operate more q u i c k l y and 
more r e s p o n s i v e l y , we cannot agree t h a t t h a t f u n c t i o n should 
not continue to be c a r r i e d out w i t h i n the p u b l i c accounting  
p r o f e s s i o n , f o r o n l y that group has the e x p e r t i s e necessary 
to perform the task. Moreover, the problems i n v o l v e d are 
a p o l i t i c a l i n nature, so t h a t the process need not be 
expanded to i n v o l v e a broad spectrum of o u t s i d e viewpoints 
and i n f l u e n c e s . T h i s c o n t r a s t s with the process of s e t t i n g 
accounting p r i n c i p l e s , which m e r i t s p a r t i c i p a t i o n of persons 
from i n s i d e and o u t s i d e the p r o f e s s i o n because of the v a r i e t y 
of c a l l i n g s i n which e x p e r t i s e i s a v a i l a b l e and the need to 
balance the elements of v a r y i n g viewpoints and d i v e r g e n t 
s e l f - i n t e r e s t . 
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"The t e n t a t i v e r e p o r t of the Commission on Auditors,' 
R e s p o n s i b i l i t i e s r e v e a l s an i n s i g h t of the p r o f e s s i o n and 
makes a number of recommendations f o r improvement which m e r i t 
a t t e n t i o n . T h i s i s f u r t h e r evidence of the c o n t i n u i n g 
e f f o r t s made by the p r o f e s s i o n to examine need f o r change. 
I t appears c l e a r to us i n these circumstances t h a t no 
s i g n i f i c a n t purpose would be served i n changing a system 
which c o n t i n u e s to operate e f f e c t i v e l y . " 
(10-5) Suggestions have been made to r e t a i n AudSEC as a volunteer 
group, reducing or r o t a t i n g the membership of the "Big E i g h t " 
f i r m s . We are concerned t h a t these are merely a p a l l i a t i v e 
f o r governmental a s s e r t i o n s of domination. 
(10-6) See Report of the S t r u c t u r e Committee of the F i n a n c i a l 
Accounting Foundation on The S t r u c t u r e of E s t a b l i s h i n g  
F i n a n c i a l Accounting Standards, A p r i l , 1977. 
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SECTION 11 
REGULATING THE PROFESSION TO 
MAINTAIN THE QUALITY OF AUDIT PRACTICE 
The Commission's T e n t a t i v e C o n c l u s i o n s 
- P u b l i c accounting f i r m s should v o l u n t a r i l y expand p u b l i c 
d i s c l o s u r e s of t h e i r f i n a n c i a l and other i n t e r n a l data i f 
they f o r e s e e a s u f f i c i e n t l y b e n e f i c i a l r e s u l t . 
- Once a d u l y c o n s t i t u t e d d i s c i p l i n a r y body begins i t s work, 
those who i n i t i a t e the e t h i c s complaint should be informed 
of the s t a t u s . A f t e r r e s o l u t i o n , p e n a l t i e s should be w e l l 
p u b l i c i z e d . E x c e s s i v e s e c r e c y i s wrong. 
- Appeals i n l i t i g a t i o n should not delay d i s c i p l i n a r y 
proceedings u n l e s s i t can be demonstrated t h a t the outcome 
would be p r e j u d i c e d . 
- The AICPA, with the c o o p e r a t i o n of accounting f i r m s . . . , 
should analyze cases as they move through the j u d i c i a l or 
r e g u l a t o r y system. 
- L e g i s l a t i o n should be enacted empowering c o u r t s to assess 
c o s t s a g a i n s t u n s u c c e s s f u l p l a i n t i f f s . 
- S t a t u t o r y l i m i t a t i o n of monetary damages i s e s s e n t i a l to 
the c o n t i n u a t i o n of the p u b l i c accounting p r o f e s s i o n i n the 
p r i v a t e s e c t o r . 
- Increased use of masters i s endorsed to make i m p a r t i a l 
e x p e r t i s e a v a i l a b l e to the c o u r t s . 
- Safe harbors should be made a v a i l a b l e o n l y when a u d i t o r s 
are asked to assume new r e s p o n s i b i l i t i e s or s i g n i f i c a n t l y 
extend o l d ones. 
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P r o t e c t i n g Users from Substandard Performance 
The Commission makes a very important o b s e r v a t i o n — t h a t 
substandard a u d i t s of e n t i t i e s not having f i n a n c i a l d i f f i c u l t i e s are 
l i k e l y to go undetected. I t i s true t h a t only a r e l a t i v e l y s m a l l 
number of a u d i t s are a l l e g e d to be substandard; the a l l e g a t i o n 
u s u a l l y comes when f i n a n c i a l or o p e r a t i n g r e v e r s e s occur and the 
f i n a n c i a l statements, not having contained a c l e a r p r e d i c t i o n , are 
then s a i d to have been improperly a u d i t e d . And o n l y i n r a r e 
i n s t a n c e s , does the a u d i t o r simply admit that he d i d not f o l l o w 
p r o f e s s i o n a l standards (or more l i k e l y "consent" without admission). 
As i n d i c a t e d throughout the Commission's Report, the many 
judgmental areas as w e l l as p r e s s u r e s i n v o l v e d i n a u d i t i n g would 
make i t appear t h a t , i n most i n s t a n c e s of management, t h e i r 
r e p r e s e n t a t i o n s were f a l s e ; and t h a t i n many fraud by s i t u a t i o n s of 
f i n a n c i a l f a i l u r e , the a u d i t o r may not have expressed a going 
concern q u a l i f i c a t i o n — which the Commission proposes, and we 
agree, should be e l i m i n a t e d . 
The f a c t t h a t a few a d j u d i c a t e d cases have h e l d the a u d i t o r 
to have not performed i n c o n f o r m i t y with g e n e r a l l y accepted a u d i t i n g 
standards (as those str a n d a r d s were p r e c i s e l y c o n f i g u r e d f o r 
purposes of t h a t p a r t i c u l a r t r i a l ) should not be taken to suggest 
t h a t there i s a g r e a t d e a l of substandard a u d i t i n g o c c u r r i n g which 
i s not d e t e c t e d because the companies do not have f i n a n c i a l 
d i f f i c u l t i e s . Even the r e s u l t s of the Commission's survey ( S e c t i o n 
9), i n which p r o f e s s i o n a l a u d i t o r s have admitted to s i g n i n g o f f f o r 
performance on a u d i t steps not performed, showed down i n i t s d e t a i l s 
t h a t only 3% f e l t t h e i r omission o c c u r r e d i n such a way as to a f f e c t 
t h e i r a u d i t q u a l i t y i n the p a r t i c u l a r area. T h e r e f o r e , simply 
s i g n i n g o f f on an unperformed procedure, while u n p r o f e s s i o n a l i n 
terms of documentation, does not cause a substandard a u d i t . Even i n 
some of the a d j u d i c a t e d cases of which we are aware, we think the 
a u d i t i n g may have been b e t t e r than was p r o v a b l e under c h a l l e n g e , 
simply because of poor documentation, and not because of 
unacceptable or s u b p r o f e s s i o n a l performance of the a u d i t . While 
Touche Ross emphasizes the need f o r a p p r o p r i a t e documentation, we 
must make the d i s t i n c t i o n here t h a t the d i f f e r e n c e between a 
"standard" and "substandard" a u d i t should be a c o n c e p t u a l one, based 
on procedures performed, ra t h e r than documentation amassed. 
We concur i n the Commission's view that the t o t a l system 
f o r p r o t e c t i n g users from substandard performance, as i t now e x i s t s , 
i n c l u d i n g l i t i g a t i o n and a c t i o n s by r e g u l a t o r y bodies, p r o v i d e s a 
reasonable l e v e l of p r o t e c t i o n to the p u b l i c . I f anything, we 
b e l i e v e t h a t the t h r e a t of l i t i g a t i o n to the major f i r m s p r o v i d e s an 
extremely strong impetus to f o l l o w i n g the h i g h e s t p r o f e s s i o n a l 
standards out of an abundance of concern f o r l a t e r c h a l l e n g e . We 
comment on t h i s l a t e r . 
We r e a l i z e , however, t h a t the p u b l i c , r e g u l a t o r s and 
government may b e l i e v e that the d i s c i p l i n a r y and other f o r c e s are 
not s u f f i c i e n t , and t h a t , t h e r e f o r e , improvements i n the system 
should be implemented, as d i s c u s s e d below. 
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I n f l u e n c e s on the Regulatory Mechanism 
Under "Nature of P r o f e s s i o n a l P r a c t i c e , " the Commission 
r e f e r s t o "changes i n standards and changes i n performance." We 
think a d i s t i n c t i o n a l s o needs to be made between "standards" and 
"procedures." The ten g e n e r a l l y accepted a u d i t i n g standards adopted 
by C o u n c i l of the AICPA have been i n e x i s t e n c e f o r some 30 y e a r s . 
Although they are p r e s e n t l y under s c r u t i n y f o r change, they seem to 
be fundamentally a c c e p t a b l e , and need not be tampered with. 
However, the procedures emanating from newly issu e d 
statements on a u d i t i n g standards, as w e l l as from other sources such 
as SEC s a n c t i o n s and c o u r t d e c i s i o n s , take time to implement. That 
should not suggest, however, t h a t a u d i t o r s do not s t r i v e to perform 
a c c o r d i n g to standards at a l l times. 
We wonder about the accuracy of the Commission's statement, 
i n d i s c u s s i n g "The S i g n i f i c a n c e of Large Firms," that s m a l l e r 
p r a c t i c e u n i t s may not r e q u i r e the c o n t r o l s needed i n l a r g e p r a c t i c e 
u n i t s to assure c o n s i s t e n c y of performance.(11-1) I f a l l 
independent a u d i t o r s are to operate according to the same 
p r o f e s s i o n a l standards, then a l l must c o n t r o l t h e i r performance i n 
the same way. What the Commission may be r e f e r r i n g t o i s 
a d m i n i s t r a t i v e c o n t r o l , r a t h e r than t e c h n i c a l q u a l i t y c o n t r o l . 
Nonetheless, we agree that the l a r g e r f i r m , because of i t s 
d i s p e r s i o n , must have an extended span of c o n t r o l t h a t s m a l l u n i t s 
need not have, such as p r o f e s s i o n a l development programs, in-house 
q u a l i t y reviews, and other matters d e l i n e a t e d i n SAS No. 4, " Q u a l i t y 
C o n t r o l C o n s i d e r a t i o n s f o r a Firm of CPAs." 
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With Standards 
V o l u n t a r y p u b l i c d i s c l o s u r e by CPA f i r m s — T h i s s e c t i o n 
mentions, as a rec e n t a c t i v i t y by p u b l i c accounting f i r m s , Arthur 
Andersen's p u b l i c a t i o n of i t s annual r e p o r t . Touche Ross & Co. has 
a l s o p u b l i s h e d i t s "Report on Progress and P r o s p e c t i v e s " over the 
l a s t three years.(11-2) We b e l i e v e we are a p p r o p r i a t e l y l i m i t i n g 
our remarks to e s s e n t i a l i n f o r m a t i o n r e q u i r e d by the p u b l i c to 
understand the q u a l i t y of our f i r m . Our response to the M e t c a l f 
S t a f f Study e l a b o r a t e s on t h i s s u b j e c t , and i s i n c l u d e d i n Appendix 
A, pages 9 - 1 1 . A summary of the p u b l i c d i s c l o s u r e s we think are 
a p p r o p r i a t e i s as f o l l o w s : 
. S i z e data - revenues, pe r s o n n e l counts 
. Data concerning g e n e r a l scope of s e r v i c e 
. S e r v i c e s to government agencies, and fees therefrom 
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. F i n a n c i a l s t r e n g t h data 
. Data on q u a l i t y assurance, r e s e a r c h , t r a i n i n g , s t a f f 
development and p u b l i c i n t e r e s t programs 
We are opposed to the issuance of f u l l f i n a n c i a l statements and 
p u b l i s h i n g earnings of i n d i v i d u a l p a r t n e r s . P r i v a c y p r i n c i p l e s 
should govern here, as no compelling reasons f o r d i s c l o s u r e can be 
shown. C l i e n t l i s t i n g s are a l s o unnecessary, as these are 
a v a i l a b l e , as to p u b l i c companies, from other sources. 
Touche Ross w i l l c ontinue to make those d i s c l o s u r e s 
b e l i e v e d to be u s e f u l to the p u b l i c , as recommended by the 
Commission. We t h i n k , however, t h a t t h i s d i s c l o s u r e should 
p r e s e n t l y c o ntinue on a v o l u n t a r y b a s i s . 
In i t s comments on "The E f f e c t i v e n e s s of P r a c t i c e 
C o n t r o l s , " the Commission i s c o r r e c t i n suggesting t h a t i n d i v i d u a l 
f i r m s have i n t e n s i f i e d t h e i r a c t i v i t y i n the area of q u a l i t y 
c o ntrol(11-3) i n response to h i g h l y p u b l i c i z e d s o - c a l l e d a u d i t 
f a i l u r e s . While the Commission admits t h i s i s only a p a r t i a l cause, 
we submit th a t a u d i t i n g q u a l i t y c o n t r o l procedures have been r a p i d l y 
e v o l v i n g , not because of f a i l u r e s , but because of the l i t i g a t i o n 
aspect — the pro s p e c t of being unable to c a t e g o r i c a l l y demonstrate 
to a l a y j u r y t h a t an a u d i t was p r o p e r l y conducted i n conformity 
with g e n e r a l l y accepted a u d i t i n g standards. 
We do agree, however, t h a t a d d i t i o n a l a t t e n t i o n , as 
r e q u i r e d i n S e c t i o n 9, should be g i v e n to CPA f i r m s ' p r a c t i c e 
c o n t r o l s , p r i m a r i l y from the st a n d p o i n t of improving e f f i c i e n c y and 
q u a l i t y , r a t h e r than to assess whether t h e i r present s t a t u s may have 
had a neg a t i v e e f f e c t on the q u a l i t y of work performed.(11-4) 
P e n a l i z i n g Substandard Performance and Misconduct 
As the Commission i s w e l l aware, the M e t c a l f S t a f f 
Study(11-5) made numerous a l l e g a t i o n s about the d i s c i p l i n e of the 
p r o f e s s i o n , to which we have responded at l e n g t h . Because there i s 
a s u b s t a n t i a l c o n g r u i t y between the i s s u e s r a i s e d by the Commission 
and the S t a f f Study, we have i n c l u d e d i n Appendix A hereof, pages 
11 - 14, a p p l i c a b l e e xcerpts of our response to the S t a f f Study. 
Our views on the Commission's i s s u e s are summarized below: 
- S t a t e Boards of Accountancy - D i f f u s i o n of r e s p o n s i b i l i t y 
i n t o f i f t y separate a d m i n i s t r a t i v e u n i t s produces 
i n c o n s i s t e n t r e s u l t s . More e f f e c t i v e use of these bodies 
warrants f u r t h e r study. 
- The "sec r e c y " weakness - The Commission b e l i e v e s t h a t 
e x i s t i n g s e c r e c y has prevented t h e i r meaningful e v a l u a t i o n 
of the AICPA's d i s c i p l i n a r y procedures. I n i t i a t o r s of 
e t h i c s complaints are not informed of s t a t u s , and 
r e s o l u t i o n s are o f t e n d e s c r i b e d i n the most g e n e r a l terms. 
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We suggest t h a t c o n s i d e r a t i o n be gi v e n t o l i f t i n g t h i s 
" v e i l of s e c r e c y " by: 
a. The J o i n t T r i a l Board D i v i s i o n adopting a p o l i c y t h a t 
upon a f i n d i n g of g u i l t y , a d e s c r i p t i o n of the v i o l a t i o n 
of the E t h i c s Code, the name of the member and the 
punishment imposed normally be p u b l i c i z e d . 
b. T r i a l Board hearings be open to the p u b l i c . 
c. Those p o r t i o n s of the E t h i c s D i v i s i o n subcommittees and 
Exe c u t i v e Committee meetings th a t d e a l with 
n o n - d i s c i p l i n a r y matters be open to the p u b l i c . 
d. Q u a r t e r l y or semiannual c o n s o l i d a t e d s t a t i s t i c s of 
e t h i c s enforcement a c t i v i t y by the AICPA and Sta t e 
S o c i e t i e s p a r t i c i p a t i n g i n the J o i n t E t h i c s Enforcement 
Plan be p u b l i c i z e d . 
We do not b e l i e v e t h a t the complaining p a r t y should be 
informed of the s t a t u s or d i s p o s i t i o n of e t h i c s 
i n v e s t i g a t i o n s f o r the f o l l o w i n g reasons: 
a. To be e q u i t a b l e to a l l concerned, i f the complaining 
p a r t y was informed of the s t a t u s of the i n v e s t i g a t i o n 
then the respondent should a l s o be informed as to who 
made the complaint a g a i n s t him. We b e l i e v e t h i s would 
reduce the number of complaints f i l e d and thus be 
c o u n t e r p r o d u c t i v e . 
b. T r i a l Boards are and should be the o n l y body a u t h o r i z e d 
to g i v e p u b l i c i t y about a f i n d i n g of g u i l t y . Punishment 
such as a d m i n i s t r a t i v e censures i s s e d by the Sta t e 
S o c i e t i e s or the AICPA E t h i c s D i v i s i o n are p r i v a t e 
censures. Informing the complaining p a r t i e s who i n t u r n 
might inform o t h e r s would t u r n these i n t o p u b l i c 
censures. I f State S o c i e t i e s and the AICPA E t h i c s 
D i v i s i o n do not use a d m i n i s t r a t i v e censures because they 
b e l i e v e the v i o l a t i o n warrants p u b l i c censure, then the 
State S o c i e t y or AICPA E t h i c s D i v i s i o n should recommend 
a T r i a l Board proceeding. 
In an e f f o r t to c o o r d i n a t e enforcement and r u l e making, 
e s p e c i a l l y i n the independence area, meetings with 
a p p r o p r i a t e SEC and E t h i c s D i v i s i o n p e r s o n n e l should be 
h e l d on a r e g u l a r l y scheduled b a s i s . 
- Appeals i n l i t i g a t i o n - H i s t o r i c a l l y , a c t i o n on a l l e g e d 
v i o l a t i o n s of p r o f e s s i o n a l e t h i c s have been d e f e r r e d i f the 
member so requested i t pending the outcome of l i t i g a t i o n . 
The Commission's r e p o r t c a l l s f o r the member to submit 
d e t a i l e d i n f o r m a t i o n t h a t the purported e t h i c a l v i o l a t i o n s 
are d i r e c t l y r e l a t e d to the l i t i g a t i o n before a c t i o n on the 
i n v e s t i g a t i o n i s d e f e r r e d . 
We b e l i e v e t h a t the r e l a t i o n s h i p between the purported 
e t h i c s v i o l a t i o n and l i t i g a t i o n , and the p o s s i b i l i t y of i n f l u e n c i n g 
the l i t i g a t i o n by d i s c i p l i n a r y proceedings has normally been 
s e l f - e v i d e n t . However, we have no o b j e c t i o n to r e q u i r i n g the 
respondent to so demonstrate. 
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The same procedures would apply t o matters on appeal — t h a t the 
respondent would have to demonstrate t h a t the appeal proceeding 
c o u l d r e s u l t i n the i n t r o d u c t i o n of new evidence and t h a t the appeal 
p r o c e s s c o u l d be a f f e c t e d by d i s c i p l i n a r y p roceedings. 
The P e n a l t i e s of L i t i g a t i o n and Regulatory Enforcement 
The l a r g e s t s i n g l e t h r e a t to the h e a l t h and v i t a l i t y of the 
accounting p r o f e s s i o n i s the s p e c t r e of c i v i l l i t i g a t i o n . T h i s 
s u b j e c t i s d i s c u s s e d i n Appendix A, pages 14 - 15, and our summary 
(from pp. 6 - 7 of our Response to the M e t c a l f S t a f f Study) i s c i t e d 
here: 
"The ( S t a f f ) Study, having assumed th a t a u d i t f a i l u r e s 
are endemic to the p r o f e s s i o n , concludes t h a t t h i s r e s u l t s i n 
major p a r t from... d e f i c i e n c i e s i n r e g u l a t o r y and 
d i s c i p l i n a r y procedures both w i t h i n and without the 
p r o f e s s i o n . The Study suggests t h a t such a problem c o u l d be 
a l l e v i a t e d by the SEC t a k i n g a stronger stand i n d i s c i p l i n a r y 
proceedings which i n v o l v e the l a r g e f i r m s and by en a c t i n g 
f e d e r a l l e g i s l a t i o n which would i n c r e a s e the exposure of 
accountants to c l a i m s of p r i v a t e l i t i g a n t s . 
"...the r e c o r d does not support the c o n c l u s i o n t h a t the 
number of a u d i t f a i l u r e s which have o c c u r r e d i n r e c e n t years 
i s i n d i c a t i v e of p e r v a s i v e p r o f e s s i o n a l f a i l i n g . Nor i s 
there evidence t h a t the p u b l i c would be w e l l served by 
imposing on the p r o f e s s i o n a g r e a t e r exposure to r e g u l a t o r y 
p e n a l t i e s and c l a i m s of l i t i g a n t s . The l i a b i l i t y r i s k s faced 
by the p r o f e s s i o n a l r e a d y c o n s t i t u t e an awesome burden, and 
to suggest t h a t those r i s k s be extended would be 
c o u n t e r p r o d u c t i v e t o attempts now being made (by the 
Commission on A u d i t o r s ' R e s p o n s i b i l i t i e s ) t o encourage 
independent accountants to assume expanded d u t i e s to the 
p u b l i c . . . . 
"The S t a f f Study concludes t h a t the p u b l i c s e c t o r can do 
a b e t t e r , q u i c k e r , and more open job o f . . . reviewing the 
q u a l i t y aspects of a u d i t i n g f i r m s . I t a l s o s t a t e s t h a t such 
e f f o r t s would be c a r r i e d on with l e s s i n f l u e n c e from 
s e l f - i n t e r e s t e d p a r t i e s than e x i s t s under prese n t 
circumstances. Touche Ross agrees (as i t always has) th a t 
the search f o r improvement of e x i s t i n g processes should be 
cons t a n t , but cannot accept the c o n c l u s i o n . . . t h a t the p u b l i c 
s e c t o r should assume the r e s p o n s i b i l i t y . " 
As a consequence of a l l t h i s , and as the Commission 
suggests (p. 144), there i s d e f i n i t e l y an element of " w a s t e f u l , 
d e f e n s i v e a u d i t i n g " which has b u i l t up i n the l a s t h a l f dozen years 
i n the a u d i t i n g p r o f e s s i o n . We think t h i s i s mostly d i r e c t e d toward 
p r e c i s i o n i n documentation to assure t h a t , i f c h a l l e n g e d , r e l i a n c e 
w i l l not have to be s u b s t a n t i a l l y on o r a l remarks of the persons who 
performed the work or made the judgment. In our own f i r m , we 
b e l i e v e we may be e x c e s s i v e i n comparison with other f i r m s i n terms 
of memo w r i t i n g ; although t h i s p r a c t i c e has i t s o r i g i n s i n the 
d i s t a n t p a s t , our f i r m ' s p r o c l i v i t y toward p u t t i n g memos on the f i l e 
has a c c e l e r a t e d i n recent y e a r s , because of a l l the v a r i o u s and 
vague r e s p o n s i b i l i t i e s being a s c r i b e d t o the p r o f e s s i o n . 
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"Analyzing and r e p o r t i n g a u d i t f a i l u r e s " - The Commission 
recommends (p. 145) tha t "...the AICPA, with the c o o p e r a t i o n of 
accounting f i r m s and through the use of c o u r t and SEC documents, 
should e s t a b l i s h a mechanism f o r t i m e l y and c o n t i n u i n g analyses of 
i n d i v i d u a l cases as they move through the j u d i c i a l or r e g u l a t o r y 
system." Apart from the p o s s i b i l i t y t h a t the Commission may be 
o v e r - d i g n i f y i n g SEC proceedings as a source of changes i n a u d i t i n g 
standards (we b e l i e v e the best way f o r standards and procedures 
changes to be mandated i s d i r e c t l y , r a t h e r than i n d i r e c t l y such as 
through SEC h o m i l i e s ) , t h i s i s an a p p r o p r i a t e idea but c o n s i d e r a b l e 
s p e c i f i c a t i o n and safeguards w i l l be r e q u i r e d t o make i t work. The 
problems which w i l l be encountered are s i m i l a r t o those i n v o l v e d i n 
d i s c i p l i n a r y proceedings (above) at the time l i t i g a t i o n i s i n 
process.(11-6) 
"Assessment of c o s t s a g a i n s t u n s u c c e s s f u l p l a i n t i f f s " - We 
b e l i e v e t h a t a p p r o p r i a t e l e g i s l a t i o n along the l i n e s now being 
pursued by the American Law I n s t i t u t e should be enacted empowering, 
but not r e q u i r i n g , the c o u r t to assess c o s t s a g a i n s t u n s u c c e s s f u l 
p l a i n t i f f s . T h i s would tend to l i m i t or discourage nuisance or 
s t r i k e s u i t s a g a i n s t a u d i t o r s . 
" S t a t u t o r y l i m i t a t i o n of damages" - We are i n favor of some 
form of s t a t u t o r y l i m i t a t i o n of monetary damages which may be 
awarded i n judgments a g a i n s t p u b l i c accountants. Since the time 
devoted by a f i r m ' s s e n i o r p e r s o n n e l to defense i s n e c e s s a r i l y 
immense under c u r r e n t c o n d i t i o n s , c o n s i d e r a t i o n should be given t o 
a p p r o p r i a t e recompense. Touche Ross i s ple a s e d to see the 
Commission i n favor of l i m i t a t i o n s and i s i n g e n e r a l amenable to the 
American Law I n s t i t u t e ' s p r o p o s a l s i n c i d e n t t o the restatement of 
the F e d e r a l S e c u r i t i e s Code now i n pr o c e s s . 
"Safe harbors" - With r e s p e c t to the Commission's 
recommendation th a t " s a f e harbors should be made a v a i l a b l e o n l y when 
a u d i t o r s are asked to assume new r e s p o n s i b i l i t i e s or s i g n i f i c a n t l y 
extend o l d ones," we agree t h a t t h i s i s one way to get a u d i t o r s t o 
step i n t o experimental p o s i t i o n s . However, i t does not present a 
long term s o l u t i o n , and may have the disadvantage of t a k i n g a 
c o n s i d e r a b l e time t o formulate parameters before the a u d i t o r s 
o f f i c i a l l y begin whatever i t i s . We suggest t h a t , i n a d d i t i o n , 
c o n s i d e r a b l e r e c o g n i t i o n should be r e q u i r e d to be given to 
statements by the a u d i t o r d e s c r i b i n g the l i m i t a t i o n s on the 
assurance he i s g i v i n g i n new areas. P r e s e n t l y there seems to be a 
r e l u c t a n c e t o t r e a d i n t o new areas on the theory that a l l a u d i t o r ' s 
"caveats" w i l l be dismiss e d as communication o n l y f o r the i n i t i a t e d . 
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We are a l s o concerned t h a t the Commission may not have 
c o n s i d e r e d the use of "s a f e harbors" with r e s p e c t to the many 
exten s i o n s of the a u d i t o r ' s r o l e expressed throughout the Report. 
Although the s p e c i f y i n g of f o r e c a s t i n g and c u r r e n t values i s made i n 
the context of examples, there are many more "new, u n t r i e d , high 
r i s k a r e a s . " 
In a sense, a l l a u d i t o r assurances on s o f t or unaudited 
data would be i n a " s a f e harbor" i f s u f f i c i e n t l y s p e c i f i c standards 
and o b j e c t i v e s f o r the a u d i t o r ' s a c t i v i t y were to be c r e a t e d . 
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FOOTNOTES TO SECTION 11 
(11-1) The Commission s t a t e s t h a t i t has been unable to determine 
the e f f e c t i v e n e s s of l a r g e f i r m q u a l i t y c o n t r o l systems, 
although they appear im p r e s s i v e . We t r u s t t h i s i s not 
intended to c r e a t e doubts. I t c o u l d as e a s i l y be s a i d t h a t 
smaller p r a c t i c e u n i t s c o u l d be hampered because of the 
absence of these c o n t r o l s . 
(11-2) The Commission's r e p o r t f o o t n o t e s the e x i s t e n c e of the Touche 
Ross r e p o r t without f i n a n c i a l statements; t h i s should not be 
taken to imply t h a t f i n a n c i a l data are r e q u i r e d . 
(11-3) Q u a l i t y c o n t r o l procedures are a l s o d i s c i p l i n a r y , a f a c t not 
d i r e c t l y acknowledged by the Commission. ASR 153 r e q u i r e d 
our f i r m , i n co n n e c t i o n with a d i s c i p l i n a r y a c t i o n , to 
i n s t a l l c e r t a i n c o n t r o l procedures three years ahead of 
s u b s t a n t i v e adoption w i t h i n the p r o f e s s i o n . In our case, the 
SEC used d i s c i p l i n a r y a c t i o n as a means of encouraging the 
c r e a t i o n of l a t e r SASs. In the case of Peat, Marwick, 
M i t c h e l l & Co. (ASR 173), a somewhat c o n t r o v e r s i a l document 
concerning accounting f o r long-term c o n t r a c t s r e s u l t e d . 
There c o u l d be f u r t h e r " q u a l i t y c o n t r o l " i n f l u e n c e s from 
d i s c i p l i n a r y a c t i o n s i n the f u t u r e . 
(11-4) Our comments on " I n s p e c t i o n of the Work of A u d i t o r s " i n our 
response to the M e t c a l f S t a f f Study are co n t a i n e d i n Appendix 
A, pp. 15 - 16. 
(11-5) Op. c i t . , pp. 20 - 24 (Summary Recommendations). 
(11-6) Refer to our comments on p. 4.8 re g a r d i n g d i s s e m i n a t i o n of 
i n f o r m a t i o n on f r a u d s . Ths s i t u a t i o n i s much the same. 
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APPENDIX A 
Applicable Excerpts from 
STATEMENT 
of 
TOUCHE ROSS & CO. 
for the record of hearings by 
Subcommittee on Reports, Accounting 
and Management 
of the 
UNITED STATES SENATE COMMITTEE 
ON GOVERNMENTAL AFFAIRS 
on 
ACCOUNTING AND AUDITING PRACTICES AND PROCEDURES 
May 23, 1977 
EXCERPTS APPLICABLE TO SECTION 4. CLARIFYING 
RESPONSIBILITY FOR THE DETECTION OF FRAUD 
Auditors Responsibility to Detect Fraud 
The issue of auditors responsibility for protecting against such fraud arises only after the 
management and board of directors of a corporation have both failed in their primary responsi-
bility for dealing fairly with shareholders and the public. Auditing failures have then later 
occurred, but only in the wake of a complete breakdown of corporate responsibility, which is a 
subject having vastly more direct impact on the public than does the role of the accounting 
profession alone. 
An auditor's failure or inability to detect serious management fraud, at the outset, can 
result from a number of factors that need to be separately identified and treated: 
• First, it can be the result of inherent limitations in audit procedures, which rely 
upon sampling techniques that, by definition, are vulnerable to undetected 
abuses. The assumption in the Study that an auditor could provide broad and 
unmitigated assurance of honest stewardship by corporate management is simply 
not valid within the constraints of economically feasible auditing procedures. 
• Second, fraud which escapes audit detection by collusive deception on the part 
of management is necessarily coupled with deliberate misrepresentations and 
concealment. An audit is not the equivalent of an investigation designed to 
winnow truth from potential falsehoods, is not accomplished by subpoena 
power, and cannot be economically designed to presume that responses from 
management or confirmations from third parties are likely to be untrue. 
• Third, undetected management fraud can be the result of an auditor's human 
failure. Although this can take the form of complicity, it is a matter of pride that of 
the thousands of persons active in the profession, only six have been convicted of 
criminal violations for auditing malfeasance in the past decade. If human failing 
is a significant and relevant problem, it is more likely a problem of deficiencies in 
such areas as qualifications, training, supervision, and diligence of performance. 
In our view, the adequacy or failure of professional self-discipline and outside 
regulation must be measured by determining the extent to which such deficien-
cies have contributed to instances where management fraud was not detected. 
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EXCERPTS APPLICABLE TO SECTION 9. 
MAINTAINING THE INDEPENDENCE OF THE AUDITOR 
Performance of Non-Accounting 
Management Advisory Services 
The Study states that the performance of "non-accounting" management advisory services for 
audit clients is incompatible with the necessity of an auditor to be independent in appearance 
and in fact. Such non-accounting services are defined to include executive recruitment, 
marketing analysis, plant layout studies, product analysis, actuarial services, and financial 
management services. 
As the Commission on Auditors' Responsibilities indicates in its Report of Tentative 
Conclusions, 7 surveys of financial statement users generally show that a significant minority of 
users are initially concerned about the potential conflict between management advisory 
services and the audit function. However, their concern decreases as their familiarity with the 
nature of services offered by public accounting firms increases, and their concern diminishes 
further when the services are provided by different functional divisions of the staff, such as a 
separate management advisory services function. 
As a general matter, substantial safeguards assure us that we do not lose our objectivity and 
effectiveness either as an independent auditor or as an independent management consultant. In 
the first place, our management advisory services activity is a separate function within the firm. 
Secondly, in our consulting work with clients we make a clear distinction between advising a 
client, which requires independence, and making management decisions for a client, a role 
which is inconsistent with independence. We are careful to act only in the capacity of 
independent advisors. 
It has been our experience that the additional knowledge of a client gained in the course of 
management advisory service engagements facilitates our rendering an opinion as to the 
client's financial statements. Increased knowledge of an audit client has, in fact, been the 
objective of all good auditors going back to the time of the early Scottish accountants, who 
themselves also engaged in management advisory service work; to preclude auditing firms 
from consulting activities would accomplish little but to hamper an additional source of 
information. In addition, if the role of the auditor is to be expanded, as some suggest, to cover 
such things as forecasts, the necessity for even greater knowledge of the client is vital, and this 
could be supplied through the management consulting activity. 
In any event, it appears that in spite of the merit of the above discussion, the Staff perceives 
that a potential problem of a lack of independence in appearance exists in the six areas of 
management advisory services work noted above, which we believe requires specific response. 
• Marketing Analysis, Plant Layout Studies, 
and Product Analysis 
As a first point, Touche Ross does not perform marketing analysis, plant layout 
studies or product analysis as those terms are defined in the Staff Study. This may 
appear inconsistent with our response to the letter from Senator Metcalf dated 
December 19, 1975, but only because we responded affirmatively to those particular 
questions out of an abundance of caution in dealing with undefined terms. Turning 
specifically to each of those issues: 
1. Marketing analysis - The Study describes this term as "performing studies to 
determine the feasibility of selling a client's products or services to a particular 
market...and may include identifying likely customers, surveying the attitudes of 
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consumers, or finding areas of excess disposable income." The scope of our 
services in this area excludes any consumer research, and we do not perform 
engagements designed to discover areas of excess disposable income. However, 
we do assist our clients in determining whether contemplated major users of new 
products and services would view the new product or services as viable. In 
addition, we assist our clients in determining what channels of distribution are 
most appropriate and economic. Our services are limited to presenting our 
research to the client who, in turn, makes the ultimate management decision of 
whether to proceed with the marketing of the new goods or services. 
2. Plant layout studies - The work contemplated by the Study requires broad 
engineering capabilities, which we do not possess and consider beyond our 
scope. In our prior affirmative response, we considered that the terms might 
include our inventory control work, which consists of assisting clients in achiev-
ing proper inventory levels and turnover. 
3. Product analysis - We do not "analyze a client's product to determine its value to 
customers," as described in the Study. On the other hand, we do engage in 
product line analyses which employ well-established economic and managerial 
accounting techniques in order to assist clients in determining the relative 
profitability of existing product lines. 
We do not consider the work which we do as described in items 2 and 3 to be in 
conflict with our audit function. Indeed, they consist merely of well-accepted 
accounting tools being made available for management's use in its own day-to-
day operations. 
• Actuarial Services 
Touche Ross is indirectly engaged in performing actuarial services through a joint 
venture arrangement with a firm of actuaries; such joint venture is not under Touche 
Ross management but is supervised by its own separate board of directors. We 
consider such work a necessity as part of our auditing services since generally 
accepted auditing standards as promulgated by the AICPA and SEC require that the 
auditor either be satisfied with the actuarial assumptions reflected in financial state-
ments or modify his opinion appropriately. For example, in the case of an audit of a 
life insurance company (where actuarial assumptions as to required reserves would 
be a very material consideration), inability to be so satisfied would require the 
auditor to disclaim an opinion. 
Because of this substantial responsibility in our auditing role, we have chosen to 
associate with a highly respected actuarial firm for expert assistance. We believe 
such a relationship is essential. We also make available to our clients the services of 
that separately managed joint venture for other specific needs of the client as, for 
example, the development of employee benefit plans. 
• Financial Management Services 
We perform work described in the Study as "financial management services," 
specifically including such indicated services as "designing and implementing elec-
tronic data processing and other services which help management of client com-
panies make financial decisions...., computer forecasting models and inventory 
control systems These services relate to advising clients in developing proper 
financial records, accounting controls, and forecasting procedures, all of which are 
fundamental to reliable corporate accounting systems. The highest degree of exper-
tise on this subject must by definition be available within independent accounting 
and auditing firms, and the assistance provided serves to improve the client's systems 
and procedures for developing proper records, controls, and abilities to make ac-
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counting and financial decisions. This activity is not in conflict with the firm's 
function of auditing financial results, but is clearly supportive of the audit function 
because of the heightened reliability of underlying systems which is produced. It 
seems clear that to prohibit accounting firms from providing such expert service 
would be directly contrary to the public interest. 
• Executive Recruitment 
The Staff appears to believe that to help a client fill a position is so conducive to a 
relationship which is other than arms length that independence would be com-
promised. Although we do not believe that such activities impair a firm's indepen-
dence, we agree that auditing firms should not be in the business of executive 
recruiting, or purport to be. On the other hand, we believe that it is proper for a firm 
to accommodate the occasional requests of clients to assist in filling vacancies in 
positions where we have professional expertise. Clients naturally expect us to be able 
to help in filling their technical accounting and financial personnel needs, and we 
comply with such requests when we can. 
On the other hand, we would be willing to accede to a rule, if universally 
applicable, which would preclude firms from engaging in any executive recruiting 
activity, including mere client accommodation efforts. 
We believe that the concerns of the staff about non-accounting management advisory 
services can be met by corporate audit committees. As discussed earlier, such committees 
should be responsible for oversight of auditor independence, and thus should be alert to any 
possible problems arising from consulting work provided by the auditing firm. 
Direct or Indirect Representation of Clients' Interests 
Before Governmental Agencies 
The Study asserts broadly that Big 8 accounting firms actively represent clients before federal, 
state and local governments and that they advocate the interests of clients on substantive issues 
regarding corporate taxation, pricing, government contract costing rules, federal regulations on 
corporate reporting, and uniformity of accounting for federal purposes. 
Touche Ross does, of course, represent identified clients before such governmental agen-
cies as the SEC, IRS, state tax agencies, and utility regulatory commissions, but only if the 
position taken is consistent with a totally objective viewpoint of the issues involved. We 
consider this activity a necessary part of our professional engagements and believe that we 
could not fulfill our professional duties to our clients in any other way. Touche Ross also 
occasionally makes its position known to legislative and regulatory agencies on technical 
issues or matters of principle, which the firm as a group of informed individuals believes is its 
right and duty as a citizen body. On the other hand, the firm considers it inappropriate to 
attempt to influence legislative or regulatory bodies simply to satisfy specific interests of 
particular clients. Such an activity would not be practical in any event, since the interest of one 
client is often diametrically opposed to that of another. 
The Study states that Touche Ross "is very active in testifying before state regulatory 
commissions in utility rate cases," and we concur in that statement. However, the Study then 
asserts: "As such, it has supported controversial rate-making procedures which benefit utilities 
at the expense of consumers." That statement is incorrect. In our submission of April 30, 1976 
to the Subcommittee we listed 71 instances in which we appeared before a governmental unit 
in order to offer testimony. In all but six of the engagements we were hired by a regulatory 
commission and in no instance did we testify on behalf of a public utility. As that suggests, the 
vast majority of our work in regulated industries is performed for regulatory bodies, public 
advocates, and municipalities which intervene in rate cases on their own behalf. 
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Our public utility services clearly meet the test of serving the public interest. Our work has 
faced unique challenges, as it is often contested by the public utility involved and judged by a 
state regulatory commission. In addition, we have been engaged by several federal regulatory 
bodies such as the Federal Communications Commission and the Interstate Commerce Com-
mission. As an example we are presently engaged by the Interstate Commerce Commission in a 
project to review the costs of the Trans-Alaska Pipeline system for purposes of setting rates. 
In short, for the Staff to imply that our work involving rate-making procedures primarily 
benefits utilities at the expense of consumers is wrong. A host of state and federal regulatory 
bodies will verify this position. * * * * * 
CONCENTRATION AND COMPETITION 
The Staff has made the following recommendations concerning competitive aspects of the 
profession: 
Federal action is needed to relieve excessive concentration in the supply of 
auditing and accounting services. (Recommendation 12) 
Competition among accounting firms should be increased as to the auditor 
selection process, e.g., there should be (1) mandatory rotation of auditors 
after a certain number of years or upon a finding of non-independent action; 
or (2) placement of more than one firm on the ballot at annual meetings of 
stockholders. (Recommendation 4) 
It is our view that both of these recommendations are based upon invalid premises and 
accordingly are inappropriate. Specifically, we perceive that (1) present concentration in the 
large firms is not excessive but rather is essential to the proper rendition of accounting and 
auditing services in the public interest, and (2) open competition among the accounting firms 
not only exists but has indeed become very intense. 
Development of Existing Concentration 
The configuration of firms and individual practitioners comprising the public accounting 
profession today is radically changed from that which existed at the end of World War II. 
Although most of the major firms existed then, their geographic coverage, both internationally 
and domestically, and their divergence in relative size were substantially less than at the 
present time. The profession consisted of more equally-sized firms that often operated out of a 
single location or on a regional basis, since the major U.S. corporations of that era typically 
were involved in a single industry at a limited number of domestic locations. Since commercial 
air travel was in its infancy, wbrk away from office locations was often handled by correspon-
dent firms. Regulatory requirements were much less complex at that time, as well. 
During the fifties and sixties business became increasingly complex as the drive for 
corporate growth gave rise to mergers that took major companies into multiple industries and 
multiple operating locations. These new locations were frequently in foreign countries, each 
with its own set of regulatory requirements and tax laws. 
Accounting problems became correspondingly complicated, as did state, federal and 
international laws respecting such matters as income taxes and securities transactions. As these 
developments occurred, auditing firms were required either to expand their operating locations 
and professional capabilities both nationally and internationally or face the prospect of losing 
their clients to firms better postured to provide the necessary services. Accordingly, firms 
responded by forming offices in more and more cities, often accomplishing this through 
mergers with local and regional accounting firms. In addition, they began to invest substantially 
in recruiting, training, technical resources, and quality control procedures. The process of 
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responding to needs imposed by corporate growth and increased technical complexity has 
continued throughout this entire era, resulting in a number of firms of international dimension, 
with large staffs providing expertise in a great variety of specialized fields. 
Existing Concentration in the Public Interest 
Only a major multinational accounting firm can maintain the number of world-wide locations 
required to audit large complex businesses effectively and on a timely basis, and avoid the 
problems of control and the waste of duplicatory effort which would inevitably be involved if 
several small firms attempted to service an engagement jointly. Only the combined talents 
found in a large firm can supply the varied expertise which would simultaneously be needed on 
a very large audit to cover such matters as special industry accounting, tax and regulatory 
matters, pension and profit sharing plans, state, local and international tax rules, safety and 
health regulations, and currency exchange rules. Only such a firm can stay abreast of the 
totallity of an increasingly complicated set of generally accepted accounting principles, since 
many are applicable only to major corporate entities. 
Specialists in the large firms are often the same professionals who also do much of the 
research on present and prospective accounting or auditing issues necessary to move the 
profession forward into the future. Normally this same research is shared with smaller prac-
titioners through the larger firms' participation in AICPA activities in the form of the develop-
ment and distribution of technical materials, teaching in training programs, and service on 
AICPA committees. Such individuals in large firms also share their expertise with the profession 
at large through the publication of books and articles, as well as by giving speeches and 
participating in seminars on industry and professional matters. The same large firms are also 
better able to provide the financial resources which must constantly be reinvested in programs 
necessary to assure that their professionals are properly trained and that quality work is 
performed. 
In addition, size is important for independence reasons. It is clear that where one or two 
major clients represent a significant portion of a firm's fees, the firm will have greater difficulty 
maintaining its independence, given technical disagreements. That problem can only be cured 
through the existence of firms of sufficient size to serve a number of large corporations 
simultaneously. As a matter of fact, effective independent audits of sizeable companies are still 
available to its public shareholders only in those countries where large public accounting firms 
practice. Recognizing this, governments of several major countries where firms of substantial 
size have not historically operated have recently openly encouraged their formation. In other 
words, those countries have recognized that the lack of availability of adequate and indepen-
dent auditing capability is clearly not in the public interest. 
Development of Competition Among Accounting Firms 
The need to maintain multiple office locations, a variety of specialists, extensive training 
programs, quality control systems, and other forms of fixed costs necessary to properly audit the 
major corporations in turn began to create pressures for added fee volume to cover those 
overhead costs. During the late fifties and sixties most of the firms were able to obtain this 
added volume in a variety of ways, since that was an era of unparalleled economic growth. The 
stock market was in its "high flying, go-go" years. New companies and conglomerates were 
forming at unprecedented rates, resulting in the need for a record number of SEC registrations. 
Much of this work went to the Big 8 firms because underwriters demanded that audit opinions 
come from firms with requisite experience. 
It was also a period of substantially increased needs from several industries because of new 
regulatory requirements and demands of improved financial disclosure. These changes were 
particularly noticeable in the commercial banking, life insurance, and savings and loan 
industries, as well as in the health care industry where, with the advent of Medicaid and 
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Medicare, hospitals started requiring a totally new level of services from the accounting 
profession. 
In government, other new programs such as the war on organized crime, welfare aid to 
mothers with dependent children, and low-income housing were created; old programs grew 
larger as the federal government became more involved in trying to solve the nation's social 
problems. Each of these efforts also created new requirements for accounting and auditing 
services. 
During the late sixties and the early seventies, however, circumstances changed. The 
economy began to experience difficulties in sustaining its growth pattern as inflation and 
recession simultaneously developed. The stock market began to reflect extreme investor 
uncertainty, with the result that requirements for assistance in filing SEC registration statements 
fell to levels considerably below earlier periods. In addition, only a few new government 
programs such as Economic Stabilization and the Employee Retirement Income Security Act 
have created new service opportunities for the profession. In general, the period has been one 
in which the market for new services has become relatively inelastic. At the same time the 
requirements necessary to perform proper audits of companies have continued to escalate, 
increasing the overhead costs of the firms and requiring continued growth to support those 
costs. 
This phenomenon has resulted in greater competition among the Big 8 firms for added 
volume. Since new areas for expansion are now relatively limited, it has meant that heavier 
competitive pressures have been placed on existing auditor relationships. We believe this 
competitive pressure is in the public interest. Others are concerned that perhaps it has gone too 
far. Tentative conclusions of the Commission on Auditors' Responsibilities state: "It is not lack 
of competition, however, but possible excessive competition that appears to present a problem 
to the accounting profession today." 8 
This competition has given rise to business development and client service programs 
within most of the major firms, designed both to obtain new clients and better serve existing 
clients. Today it is common for companies that are seeking to change auditors to discuss this 
matter with more than one firm and ask for competitive proposals before making a decision. 
Except in those states where precluded by statute, the proposal is normally required to include 
a fee estimate, which encourages competitive pricing. Although the potential client normally 
considers price important, we find that other factors such as the general reputation of the firm, 
qualifications of the professionals to be assigned to the account, understanding of the industry 
in which the company operates, and unique approaches to performing a quality examination 
on a timely basis are usually the more important factors upon which the selection is made. 
Contrary to stated claims, such competition has not had a uniformly negative effect on the 
non-Big 8 firms. It is true that over the years the smaller firms have tended to be replaced on 
their larger multinational accounts by the Big 8 firms but only because those firms have 
generally been unable to provide a world-wide service capability economically. A continua-
tion of such firms' attempts to audit a company which they are not postured to serve would not 
be in the public interest. 
A close scrutiny of changes in auditors for SEC-registered companies during the past few 
years indicates that, except for the larger, more complex multinational companies, non-Big 8 
firms have realized net increases in clients. For example, during the period from 1973 to 1976, 
there were 1,379 completed changes in audit relationships for SEC-registered companies with 
sales volumes of $25 million or less. The net effect of these changes was that the Big 8 firms as a 
group lost 132 clients to non-Big 8 firms — hardly a situation that would occur if the smaller 
firms were not able to compete effectively in an overall sense. 
Another concern sometimes raised is that Big 8 concentration has in fact limited new 
competition. The successful rise of Touche Ross to a position within the Big 8, following its 
formation since World War II, is the best proof we can offer to dispel this concern. We believe 
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that firms are not limited by their ability to expand geographically or to enter new technical 
fields except to the extent they are unwilling to invest in additional personnel who possess the 
requisite personal characteristics and technical expertise to provide high quality professional 
services. Such investments are relatively small compared to industries, such as petrochemicals 
or steel, where significant outlays for plant and equipment would be required. The building of 
many new important segments of our practice, including agribusiness, construction, and health 
care, were started through making these long-range investments. Such expertise and part of our 
client base were often initially acquired through merger, as well as by bringing other individu-
als with specialized knowledge directly into the firm. 
In our opinion, concentration has not lessened competition but, in fact, the need for 
individual firms to grow has been the very thing that has fostered competition. Although 
competition is intense today, we believe it to be healthy and reflective of the free marketplace 
which has been the foundation of this country's economic growth. Contrary to often-stated 
claims, we do not believe it has caused the demise of the non-Big 8 firms, as they compete very 
creditably in the segment of the market they are best equipped to serve. And, finally, concentra-
tion has not limited new competition, to which the vigorous growth of our own firm will clearly 
testify. 
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EXCERPTS APPLICABLE TO SECTION 11. REGULATING 
THE PROFESSION TO MAINTAIN THE QUALITY OF AUDIT PRACTICE 
FINANCIAL DISCLOSURE BY THE 15 LARGEST FIRMS 
The Study recommends that the 15 largest accounting firms be required to report annually on 
basic operational and financial data and on various internal programs and activities, on the 
grounds that the public needs such information to evaluate the performance of important 
responsibilities under the federal securities laws. (Recommendation 9) 
Touche Ross Annual Report 
Through the publication over the last three years of our annual Report on Progress and 
Perspectives, Touche Ross has met many of the concerns raised by the Staff. We have provided 
a significant amount of operating data in these reports, including revenues, partners' contri-
buted capital and retained earnings, mix of services, and number of partners and staff. In 
addition, descriptions of our program designed to assure the quality of our sevices, programs for 
the development of our professionals, and our research and public service activities have been 
included. In this way, we believe we have been responsive to the Staff's concerns about the 
public's right to know how Touche Ross is reacting to its responsibilities in the performance of 
services and in our relationships to clients and the investing community. 
Generally stated, our position is that we should be completely responsive to real and 
appropriate public concerns about our firm. Where we believe there is not a demonstrated 
problem or sufficient concern to justify the disclosure of specific data, we consider the possible 
harmful effects to the partnership and its partners which could arise from public reporting. In 
other words, we believe we should publish financial and operating data and descriptions of 
various activities when we believe there is a demonstrated public purpose served by disclosure; 
when it cannot be clearly shown that disclosure of other data is in the public interest, we 
believe fundamental privacy principles should prevail. 2 4 
Appropriate Public Requirements 
The Staff identifies a number of specific categories of data which it perceives the public 
requires. Touche Ross believes that most of these are appropriate requests, and responds as 
follows to the individual items: 
• Size data (revenues, number of partners and staff), to meet a concern for a potential 
concentration problem. 
Although we disagree with the premise that a concentration problem exists, 
we do publish (as previously stated) such data in our annual report. 
• Listing of clients, necessary to reveal unreasonable industry representation or exces-
sive dependence on a few clients or on an industry. 
This information is already available as to public companies through various 
sources,25 and we believe need not also be reported by individual firms. 
• Data concerning general scope of service, to reveal unwarranted scope or too much 
concentration (similar to product line reporting requirements). 
We do not object to making this information available and in fact publish 
data about our functional mix of services in our annual report. 
• Types of service provided to, and fees received from, government agencies, to 
provide data on involvement in governmental activities. 
This information can be furnished; we do not object to providing such 
information, within the limits of professional confidentiality restraints. 
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• Financial strength data (with particular reference to a balance sheet), to provide a 
basis for assessing stability and to answer to legal judgments. 
Our firm has disclosed various facts about our financial stability in our 
annual report. In addition we annually provide balance sheets to banks from 
which we have lines of credit. 
• Information concerning certain other activities, including quality assurance pro-
grams, research activities, training and staff development programs, and public 
interest activities. 
Descriptions and relevant quantifiable data can provide meaningful infor-
mation to the public and we have accordingly described many of our 
programs in our annual report. Also, the AICPA peer review program, to 
which we are a party, is structured to review and evaluate many of these 
activities on behalf of the public. 
Full Financial Statements & Earnings of Individual Partners 
On the other hand, we do not support the Staff's recommendation that the large firms be 
required to issue to the public full financial statements and earnings of individual partners. The 
large accounting firms are all partnerships, are not publicly-owned, and are not open to public 
ownership. Accordingly, financial disclosure need be made only to partners and not to 
unknown potential public investors. 
In addition, the staff has not demonstrated relevance to the public need of full financial 
statement disclosures by the major firms or the beneficial purposes for which such information 
would be used. Until a significant need to know can be demonstrated, privacy principles 
should govern, since Congressional and regulatory traditions and precedents would ordinarily 
not require public disclosure of full financial statements of non-publicly-owned organizations. 
Many, if not all, of the reasons for disclosure of information set forth by the Staff can be readily 
met through alternative limited means of disclosure specifically responsive to the need-to-know 
reason, as discussed previously. 
Not only has the public need for general financial disclosure not been established, we 
believe that the publication of financial information relating to size, profits, rate of growth, rate 
of profitability, and rate of growth of profitability would result in performance pressures which 
would work to the public detriment. Such pressures could lead to: 
• Short-cutting the scope of audits, resulting in performance deficiencies; 
• Undesirable broadening of range of services; 
• Less time and money spent on quality control programs, research, and training; and 
• Increased concentration in the largest, most profitable firms as prospective clients use 
such financial information in selecting auditors (the ability of small firms to compete 
might be significantly impacted). 
As to individual partner earnings, the Staff has not shown why disclosure of such data is 
relevant to the issues raised in the Study. It is difficult to understand the Staff's described need 
for partner compensation data in assessing a firm's performance, independence or influence on 
the establishment of accounting principles. Particularly, when dealing with individual partner 
earnings, public disclosure is a very serious invasion of privacy and, absent compelling reasons 
for disclosure, privacy principles should govern. 
Experimentation with Voluntary Disclosure 
In considering the issue of financial disclosure by accounting firms, the preliminary report of 
the Commission on Auditors' Responsibilities encourages experimentation with reporting on a 
voluntary basis, but without suggesting the precise nature of the data to be disclosed or the 
format of presentation. The report states: 
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"Our encouragement of experimentation with public disclosure is not a 
call for required reporting. Accounting firms are privately owned organiza-
tions. While there is interest in and possible benefit from information 
published by public accounting firms, there appears to be no overriding 
public need for it. Only when the public interest clearly mandates disclo-
sure of information by. privately owned businesses should public disclo-
sure of their internal affairs be required. If public accounting firms foresee 
sufficient benefits to themselves, to the profession, and to the public, they 
should voluntarily expand their disclosures." 2 6 
We support the Commission's position and believe that disclosures made in our firm's 
annual report comply with its recommendations. 
* * * * * 
DISCIPLINE OF THE PROFESSION 
Following are specific recommendations contained in the Staff Study: 
The SEC should treat all independent auditors equally in disciplinary enforcement 
proceedings under the Federal Securities Acts. (Recommendation 14) 
Congress should amend the Federal Securities Acts to enable damaged individuals to 
sue independent auditors for mere negligence. (Recommendation 3) 
The federal government should not establish any "accountant-client privilege " or 
provisions which would limit the liability of independent auditors. (Recommenda-
tion 3) 
The basic question raised by these recommendations is whether or not significant auditing 
failures have resulted from any deficiencies in the existing regulatory and self-disciplining 
procedures affecting the accounting profession. We believe it is necessary to examine this 
question in a broad context in order to reach meaningful conclusions. 
Background of Procedures 
The regulatory and self-disciplining procedures which concern the accounting profession are a 
complex pattern of interrelated factors, as the Commission on Auditors' Responsibilities has 
described: 
"The system of regulation of the public accounting profession includes four elements: 
• Establishing high standards of skill and competence for both entering the profes-
sion and continuing the right to practice. 
• Developing and promulgating technical and ethical standards that serve both as 
performance goals and as a means of measuring departures. 
• Designing and implementing quality control policies and procedures to monitor 
and encourage compliance with technical and ethical standards. 
• An effective disciplinary system to impose penalties for performance or conduct 
that departs from standards established by law, SEC regulation, or the profession. 
The overall effectiveness of regulation depends on the satisfactory performance of all 
four elements operating and interacting as a system."9 
The described interrelationship of these elements is a clear indication of the elaborate 
framework by which the profession attempts to assure high standards of performance. 
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Our present interest is with the fourth factor, namely, professional discipline. This, in turn, 
involves numerous components for the accountant: 
• Disciplinary activities of the SEC; 
• Disciplinary powers of state boards of accountancy; 
• Ethics enforcement activities of the AICPA; and 
• The threat and incidence of civil and criminal litigation. 
Each one of these components has a substantial impact upon the current accounting scene, and 
has a substantial effect on each of the other three components. 
Having identified the procedures covered by the general topic of discipline in the account-
ing profession, it is also necessary to give preliminary attention to the concept of "auditing 
failures" on which the Staff relies in its proposals for change. We have already noted in this 
document that the list of such "failures" is very meager in length and substance, in contrast 
with the thousands of audits performed each year with respect to public companies alone, and 
is related primarily to instances involving management fraud successfully perpetrated for some 
period of time before discovery. * * * * * 
Specific Disciplinary Systems 
We turn now to an evaluation of the four previously discussed primary sources of disciplinary 
authority within the profession. 
• SEC Enforcement Program 
The SEC has exercised disciplinary authority over the accounting profession under its 
Rule 2(e), which purports to empower the Commission to disqualify, temporarily or 
permanently, an accountant from practicing before it. Related rules define "practice" 
to include the rendering of opinions on financial statements of public companies, 
which is by far the most important phase of most large accounting firms' operations. 
Thus, the authority claimed by the SEC under Rule 2(e) provides, in effect, ultimate 
control over the right of a large firm and its individual members to engage in their 
professional pursuit. Statistics recently released for the first time by the SEC indicate 
that since it adopted this rule in the late thirties, approximately 115 professionals (75 
attorneys and 40 accountants) have been the subject of disciplinary proceedings, 
either by negotiated sanctions or adverse determinations by the Commission follow-
ing its investigation. This indicates the Commission has certainly been willing to 
exercise its Rule 2(e) authority. 
We also note that while the Staff assumes that the SEC is lax in its discipline of 
the accounting profession, responsible commentators have begun to suggest that the 
SEC is over-zealous in its disciplinary attitudes toward the professionals who practice 
before it. 
In its recommendations, the Study limits its criticism of the SEC's enforcement 
program to the assertion that the SEC deals more harshly with smaller practice units 
than with the large national firms. Since Rule 2(e) proceedings have generally not 
been public (except as to announced results when adverse to the professional), it is 
difficult for an outsider to evaluate that statement. 
It is significant, however, that the SEC has consistently declared that its enforce-
ment philosophy is designed to stimulate training standards and quality control 
procedures that will effectively protect the public. The SEC has also stated that, 
generally speaking, the large practice units have highly developed training and 
quality control procedures which obviate the need for SEC intervention, while the 
smaller units are sometimes found lacking in ways that require mandatory improve-
ments following disciplinary proceedings. As a result, it seems appropriate to find 
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that the sanctions imposed by the SEC often apply firm-wide to smaller units to 
stimulate necessary improvements, while adverse findings against the large firms 
follow from individual or isolated departures from existing firm standards which 
warrant less generalized sanctions. The SEC has also indicated that in problems 
involving smaller units, all partners may be found to have shared responsibility with 
respect to a single audit engagement, thus requiring a sweeping disciplinary action. 
However, in the case of larger firms, the mass of partners who would be innocent of 
any wrong-doing or even involvement in a challenged audit could not fairly be 
curtailed of their professional rights to practice. 
• AICPA Ethics Enforcement Procedures 
The Study effectively summarized the ethics enforcement activities of the AICPA, as 
coordinated with the 39 state CPA societies which participate in the Joint Enforce-
ment Plan previously described.* The Study also correctly notes that AICPA or state 
society authority is limited to determination of membership in the relevant organiza-
tion. While this sanction would not preclude an individual from practicing public 
accountancy, the public notice of a membership termination is rightly feared as a 
major impediment in a professional career. 
Although statistics regarding the overall disciplinary activity of the AICPA and 
the state societies have not been available prior to 1970, it is clear that numerous 
CPAs are under investigation at any given time. While many proceedings are con-
cluded with formal reprimands and censures rather than terminations of member-
ship, those findings are of substantial concern to the individuals involved and 
constitute part of their permanent professional records. The profession clearly re-
spects the career damage that can result from these adverse findings and considers 
the AICPA and state society programs to be a significant disciplinary threat. 
It is equally important to note the interrelationship between these disciplinary 
proceedings and related undertakings by the SEC, by state boards, and civil litigants. 
The AICPA program is the only one of these four disciplinary activities that has 
recognized pendancy of other proceedings as a proper basis for deferring immediate 
activity of its own. The AICPA has concluded, and we strongly concur, that multiple 
attacks upon the same professional engagement can distort, rather than produce, 
meaningful results. The possibility that an accountant's response in one forum of 
investigation could cause unpredictable consequence in the proceedings affecting 
* That description is as follows: 
Since August 1, 1975, a joint Enforcement Plan between the AICPA and state 
CPA societies has been in effect for enforcing the Professional Code of Ethics, 
including the rule on independence. To date, 39 states have joined the plan, and five 
are in the process of doing so. Enforcement actions under the Joint Plan are taken in 
both the AICPA and state society's names, and the results can affect an accountant's 
membership in both organizations. Punishment can range from a private letter of 
criticism to public censure and expulsion from membership in both organizations, 
with publication of the matter being made to the 130,000 members of the AICPA and 
the membership of the applicable state society. Letters of criticism and certain other 
forms of censure may be issued by the AICPA or state society ethics committees, but 
suspension or expulsion requires a formal Trial Board hearing similar in many ways 
to a court proceeding. In any event, any of these steps taken publicly can be very 
damaging to the reputation of the offending CPA. 
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the same auditing services naturally tends to hinder our ability to deal candidly and 
effectively with legitimate authority. Accordingly, we are reluctant to participate in 
investigations by the AICPA which would have the effect of making experts of other 
professionals who might then be subpoenaed by plaintiffs in civil cases or by the SEC 
in related proceedings. 
State Boards of Accountancy 
The traditional source of ultimate disciplinary responsibility for the accounting 
profession has been the various state boards of accountancy. Each of the fifty states 
has such a board which is charged with the responsibility for licensing and disciplin-
ing accountants practicing in that jurisdiction. This authority historically preceded all 
of the other systems discussed in this section and has the clearest constitutional and 
statutory legitimacy. 
It is also clear that state boards of accountancy have not been highly active in 
applying those powers, although a growing level of activity is visible in recent years, 
including in a number of states the development of specialized staffs charged with 
such disciplinary responsibility. It is also recognized that diffusion of responsibility 
into fifty separate administrative units operating under slightly varying statutory 
mandates inevitably produces inconsistent results. However, these observations do 
not necessarily mean that these bodies are an anachronism or incapable of filling a 
valuable role in giving public assurance of quality services by the accounting 
profession. The potential for the more effective use of these bodies warrants further 
study and consideration. 
Civil Litigation 
The largest single threat to the health and vitality of accountants and accounting firms 
in today's environment is the spectre of civil litigation. Reasonable estimates suggest 
that many hundreds of such cases are currently pending, some seeking astronomical 
recoveries. It should be no surprise that these cases cover a breadth of criticism 
ranging from sheer opportunism by plaintiffs and their counsel to legitimate attacks 
upon the quality of professional performance. Case results cover a similar spectrum 
— from totally successful defenses by accountants, to occasional adverse judgments. 
But as with all kinds of litigation, settlements are the most prevalent form of resolu-
tion. 
No meaningful bona fide data are available with respect to the profession's 
collective experience in the civil court. We can, however, impart some flavor by 
discussing the experiences of Touche Ross in this context. We have been the target of 
dozens of lawsuits in recent years, a level which we deem typical of national 
accounting firms. None of those cases involves any charges of criminal violations. 
Two civil suits have been tried to conclusion before a jury, both resulting in 
judgments wholly exonerating Touche Ross. One case is presently in trial, and others 
are expected to follow in the coming months. We have settled a number of lawsuits 
during the past several years, but our combined contributions to those settlements 
represent less than 1 % of the amounts claimed by the parties who filed suit against 
us. In reviewing this experience to date, we are proud of the firm's ability to justify its 
professional services in the testing ground of civil litigation. 
The litigation horizon is not, however, free from trauma. The possibility of 
massive damage awards by juries composed of lay people who are not fully able to 
comprehend the complex commercial and professional issues involved is a fear that 
will remain with us for the foreseeable future. Furthermore, the demands of time and 
expense upon a national firm in dealing with its litigation portfolio are immense, 
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representing a percentage of our annual budget that would prove beyond the means 
of most commercial firms. The ability of the accounting profession to absorb this 
burden is based, in part, upon the availability of insurance protection which in itself 
is merely a financing device to spread costs over a period of time. Unfortunately, that 
protection is rapidly eroding. 
Commentators have suggested that the volume of litigation is indicative of 
performance failures by the profession. We disagree. More than anything else, the 
volume of litigation indicates the recognition that accounting firms can represent a 
deep pocket when the principal corporate wrongdoers are insolvent or missing. 
There is also a serious question in a broad social sense whether the measure of 
ultimate recovery to injured plaintiffs justifies the expenditure of time and effort 
involved in the total litigation effort. For example, the Commission on Auditors' 
Responsibilities estimates that 75% of the money that changes hands in these civil 
lawsuits is absorbed in litigation costs and attorneys' fees.1 0 
Some persons have stated that the threat of serious civil litigation serves a useful 
purpose by spurring the accounting profession to accelerate its attention to quality 
control and professional responsibility. However, whatever value these threats may 
have had has passed its optimum point and is now inevitably producing the 
counter-productive effect of impeding the profession from taking on new and crea-
tive responsibilities in serving the public interests. For this reason we must disagree 
with the Staff recommendations that the federal securities laws be amended to 
provide that auditors may be sued for mere negligence and that there should be no 
federally-established accountant-client privilege or limitation on auditor liability. 
These recommendations are based on the premise that exposure of auditors to legal 
liability should be increased. However, the potential for damage claims by public 
investors against auditors is already staggering, and any further burdens on the 
profession by way of opening additional areas of exposure would be counter-
productive to the pursuit of professional performance, and would not be in the public 
interest. * •* * * * 
Inspection of the Work of Auditors 
We believe that the Study is correct in perceiving the need for an external inspection program 
of firms engaged in auditing publicly-owned corporations. Such firms constitute a substantial 
factor in the capital market and the public has a right to expect that the quality of their practice 
is subjected to the scrutiny of objective reviewers. 
On the other hand, the profession has already taken steps to develop an effective inspec-
tion program. The AICPA has established several committees to develop the concept of peer 
review and has expended substantial money and talent in this quest. Two of these committees 
— the Quality Control Review Committee and the Special Committee on Proposed Standards 
for Quality Control Policies and Procedures — are currently active in developing the adminis-
trative structure, the conceptual framework and specific procedural guidelines for peer review. 
Many task forces have been established to assist the work of the committees in various detailed 
aspects of their work. The AICPA has published a "Voluntary Quality Control Review Program 
for CPA firms," and a guide to implementation of peer review is currently in the final approval 
stages. 
The entire peer review program is scheduled to be operative at an early date, possibly in 
1978. As presently envisioned by the AICPA the program would contemplate that all firms, 
regardless of size, may volunteer for a review by another firm or by a team established either by 
the Quality Control Committee or by a state society. The Quality Review Control Committee 
would supervise the activities of the teams and review the reports on individual inspections. 
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We believe that the ultimate development and implementation of such a program will 
effectively satisfy the public need, as opposed to the Staff's recommendation that such a 
function be fulfilled by the federal government. Professional auditors can be effectively re-
viewed only by others currently engaged in public practice, since only they would have 
sufficient breadth and depth of commercial, economic, and business experience, and the 
exposure to the multifaceted aspects of an accounting firm, to formulate an opinion as to its 
adherence to the standards of the profession. Furthermore, our opinion would not change if a 
review were not in the ordinary course but was ordered as a result of a disciplinary or 
enforcement proceeding required by the SEC, since the necessary expertise would be lacking in 
persons outside the profession, whether they be in government, industry or education. In 
addition, the AICPA has the professional credentials to manage the inspection program and to 
insure that professionals of high calibre and experience would participate. 
Touche Ross has had an internal quality assurance program for many years. This includes a 
"professional standards review" function in each office, which entails a pre-issuance examina-
tion by a person independent of the engagement as to each audit report to be issued. In 
addition, a "second partner" is assigned to provide a further review of all major engagements. 
Each office is examined every year by seasoned partners and managers from other locations, 
with particular reference to internal quality control procedures and technical performance. 
Such deficiencies as might be noted in these reviews require specific corrective action by the 
office, and common deficiencies are reported to the firm through our communication system 
and stressed in educational programs. 
In acknowledging the need for an external inspection program, the firm has committed a 
significant amount of time and talent to the AICPA in its current development of the peer review 
program. The firm has also arranged for a peer review of its own U.S. practice, which is being 
performed this spring and summer by another major firm. 
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FOOTNOTES 
7 The Commission on Auditors' Responsibilities: Report of Tentative Conclusions (New York, 
1977), pp 45 et seq. 
8 Ibid., p. 106. 
24 Privacy Act of 1974 (Title 5, United States Code, Sec. 552a). In the introduction to Sec. 2(a), 
the Congress specifically determined that:.... 
(4) the right to privacy is a personal and fundamental right protected by the 
Constitution of the United States; and 
(5) in order to protect the privacy of individuals identified in information systems 
maintained by Federal agencies, it is necessary and proper for the Congress to 
regulate the collection, maintenance, use, and dissemination of information by 
such agencies. 
25 Such as Spencer Phelps Harris, Who Audits America; A Directory — 8000 Companies & 800 
Accounting Firms (Menlo Park, California, 1976), and Auditor Extract Tape, (Bethesda, 
Maryland: Disclosure, Incorporated, 1976). 
26 Report of Tentative Conclusions, op. cit., p. 138. 
9 Ibid., p. 135. 
10 Ibid., p. 144. 
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